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PREFACE 


This  paper  is  the  Executive  Summary  of  a  report  on  a  survey  of 
physician  compensation  systems  in  Canada,  France  and  West  Germany.  The 
research  for  this  report  was  funded  by  the  Health  Care  Financing 
Administration  (HCFA)  of  the  Department  of  Health  and  Human  Services 
under  Grant  No.  95-P-97309/2  to  Princeton  University,  Princeton,  New 
Jersey,  entitled  STUDIES  IN  PHYSICIAN  REIMBURSEMENT. 

The  Final  Report  submitted  to  the  HCFA  consists  of  this  Executive 
Summary,  of  a  chapter  on  the  conceptual  issues  posed  by  the  problem  of 
physician  compensation,  and  of  separately  authored  country  reports,  each 
of  which  describes  the  country's  health  insurance  system,  the  method  of 
compensating  physicians  in  the  country,  and  a  variety  of  statistics  on 
physician  fees,  incomes  and  activity  levels,  to  the  extent  that  such  data 
were  available.     The  chapter  outline  of  the  final  report  is  attached  at 
the  end  of  this  Executive  Summary. 

Although  the  grant  itself  has  been  focused  explicitly  on  the 
Canadian  Provinces  of  Quebec  and  Ontario,  on  France  and  on  West  Germany, 
information  on  physician  compensation  in  Italy  and  in  the  United  Kingdom 
was  made  available  to  this  study  as  a  courtesy  by  the  Centre  de  Recherche 
pour  L'Etude  et  l'Observation  des  Conditions  de  Vie  (CREDOC)  of  Paris. 
The  information  on  these  two  additional  countries  has  been  incorporated 
into  this  report  where  appropriate.    The  CREDOC ' s  courtesy  of  making  the 
information  available  to  this  study  is  gratefully  acknowledged. 

This  report  is  indebted  to  the  following  close  collaborators  abroad: 

Dr.  Antonio  Brenna,  Director,  Institute  of  Health  Economics 
Research,  Milan,  Italy. 

Dr.  André  A.  Contandriopolous ,  Equipe  de  Recherche 
Interdisciplinaire  en  Santé,  Faculté  de  Medicine,  Université  de 
Montreal,  Montreal,  Quebec;  and  his  collaborator  M.  A.  Fournier, 
M.Sc. 

The  late  Mr.  Ulrich  Geissler,  Director,  Wissenschaftliches 
Institut  der  Ortskrankenkassen  (WIDO) ,  Bonn,  Federal  Republic  of 
West  Germany. 

Mme.  Simone  Sandier,  Centre  de  Recherche  pour  l'Etude  et 
l'Observation  des  Conditions  de  Vie  (CREDOC),  Paris,  France,  and  her 
collaborators  Marc  Duriez  and  Christianne  Clarmet. 

Dr.  Alan  D.  Wolfson,  Department  of  Health  Administration, 
University  of  Toronto,  Toronto,  Ontario,  Canada,  and  his 
collaborator  Mirvyn  Hanna. 

These  collaborators  wrote  the  separate  country  studies  included  in 
the  Final  Report.     All  of  the  country  studies  were  written  as  closely  as 
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was  feasible  according  to  a  common  outline  which  was  developed  in  the 
course  of  several  workshops . 

Finally,  the  report  has  also  benefitted  from  access  to  a 
mimeographed  monograph  on  the  compensation  of  physicians  in  the  United 
Kingdom  by  Dr.  Brian  Abel-Smith,  Professor  of  Social  Administration, 
London  School  of  Economics  and  Political  Science,  London,  England. 

The  principal  investigator  for  the  study  has  been  Uwe  Reinhardt, 
Ph.D.,  Professor  of  Economics  and  Public  Affairs,  Princeton  University. 
Kwai-Fong  Chui,  Ph.D.,  served  as  Research  Associate  of  the  project  during 
the  period  1980-82.     Valuable  assistance  has  been  rendered  the  project 
also  by  Mr.  David  Parker,  M.P.A. ,  a  candidate  for  the  Ph.D.  degree  at  the 
Woodrow  Wilson  School  of  Princeton  University. 
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After  simmering  on  the  backburner  for  over  a  decade  now,  the  issue 
of  physician  compensation  has  finally  moved  to  center  stage  of  the  debate 
over  health  policy  in  this  country.     Policymakers  are  concerned  over  two 
facets  of  the  problem: 

a)  the  absolute  dollar  amount  society  in  general  and 
the  federal  government  in  particular  must  transfer 
annually  to  physicians  as  a  group;  and 

b)  the  effect  on  physician  behavior  of  alternative 
methods  of  compensating  physicians. 

That  concern  over  these  issues  is  warranted  appears  to  be  conceded  by 

physicians  themselves.     In  a  recent  issue  of  MEDICAL  ECONOMICS,  for 

example,  the  president  of  the  American  Society  of  Internists  (ASIM) 

complains  that  cognitive  services  are  undervalued  relative  to  a 

prevailing  fee  of,  say,  $60  for  a  sigmoidoscopy,  which  can  be  well 

performed  within  ten  minutes.     In  the  same  article,  its  author  reports 

that  "[medical  society]  leaders  acknowledge  that  physicians  respond  to 

financial  incentives  like  everybody  else  and  that  it  simply  does  not  make 

sense  to  reward  them  for  performing  batteries  of  tests  and  procedures  and 

penalizing  them  for  giving  time  and  thought  to  the  question  of  which 

tests  and  procedures  are  needed."^    In  the  words  of  the  current  president 

of  ASIM,  C.  Burns  Roehrig,  M.D. ,  "if  you  change  the  incentives,  with 

2 

other  things  being  equal,  you'll  change  physician  behavior." 

These  distinguished  leaders  of  American  medicine  probably  would  not 
wish  to  imply  that  modern  medical  practice  is  just  a  profit-maximizing 
business  —  an  assumption  routinely  made  by  economists.     At  the  very 
least,  however,  they  do  concede  that  fee-for-service  medical  practice 
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always  involves  a  wrestling  match  between  the  strictures  of  the 
Hippocratic  Oath  and  a  love  of  mammon.     Under  conditions  of  a  physician 
shortage,  the  Hippocratic  Oath  may  well  carry  the  day  in  those  wrestling 
matches.     The  question  troubling  both  policymakers  and  physicians  in  this 
country        and  in  other  countries  as  well  —  is  whether  the  power  of  that 
sacred  oath  can  withstand  the  economic  pressures  of  a  physician  surplus. 
The  prospect  of  such  a  surplus  throughout  the  industrialized  West  has 
been  a  major  factor  behind  the  current  interest  in  the  topic  of  physician 
compensation. 

In  reflecting  upon  alternative  approaches  to  physician  compensation, 
it  is  natural  to  explore  how  other  nations  have  approached  that  problem. 
To  provide  such  a  backdrop,  the  Health  Care  Financing  Administration  of 
the  Department  of  Health  and  Human  Services  has  funded  research  on  the 
compensation  of  physicians  in  a  selected  set  of  other  countries  (notably 
Canada,  France  and  West  Germany),  all  of  which  operate  national  health 
insurance  systems  of  one  form  or  another.    This  Executive  Summary 
summarizes  findings  from  that  research.     Further  detail  on  each  of  the 
systems  represented  in  this  summary  is  contained  in  the  separately 
authored  country  studies  submitted  as  part  of  a  Final  Report  to  the 
Health  Care  Financing  Administration  under  the  grant.    The  Final  Report 
is  entitled:  THE  COMPENSATION  OF  PHYSICIANS:    Approaches  Used  in  Other 
Countries . 
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A.     TYPES  OF  COMPENSATION  SYSTEMS 

In  the  abstract,  one  can  think  of  alternative  physician  compensation 
systems  in  terms  of  the  three  most  important  dimensions  of  such  systems, 
namely: 

i)     the  base  upon  which  compensation  is  made; 

ii)    the  process  by  which  the  level  of  compensation 
per  unit  of  that  base  is  determined;  and 

iii)     the  institutional  framework  through  which  money 
flows  from  patients  to  physicians. 

Figure  1  depicts  these  dimensions  compactly.     In  principle,  each 
cell  in  this  three-dimensional  display  can  be  thought  of  as  a  distinct 
compensation  system  (although  some  cells  are  less  likely  than  others  to 
have  any  real-life  entries  in  them—  ) .     In  practice,  however,  every 
country  surveyed  in  the  study  occupies  several  cells  in  this  display. 
Furthermore,  it  is  not  uncommon  in  many  countries  that  even  the 
individual  physician  occupies  several  cells  in  the  display  --  that  part 
of  his  or  her  income  is  earned  on  a  fee-for-service  basis,  part  of  it  on 
a  prepaid-capitation  basis  and  still  another  part  in  the  form  of  a  salary 
or  retainer.     Thus,  it  appears  almost  impossible  to  make  general 
statements  about  compensation  methods  in  a  particular  country  without 
doing  violence  to  some  non-trivial  exceptions.    One  can  at  most  speak  of 
dominant  compensation  bases. 


It  is  difficult,  although  not  impossible,  to  conceive  of  an  example 
for  cell  1-a-D. 
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FIGURE  1 
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COMPENSATION  BASES 

Table  1  overleaf  presents  the  dominant  compensation  bases  used  in 
the  countries  included  in  our  survey.     These  bases  reduce  to  one  or  to  a 
mixture  of  the  following  three: 

a)  compensation  by  salary; 

b)  compensation  by  capitation;  and 

c)  compensation  by  fee- for- service. 

Remarkably,  none  of  the  countries  compensate  physicians  by  case  (DRG) ,  a 

system  now  actively  explored  in  the  United  States  for  use  in  Part  B  of  Medicare. 

Compensation  by  salary  implies  that  the  physician  is  an  employee  of 
a  larger  institution  in  which  he  interacts  freely  with  colleagues.     It  is 
most  frequently  found  among  hospital-based  physicians.  Hospital-based 
physicians  in  West  Germany,  in  Italy,  in  the  United  Kingdom  and  in  the 
publicly-owned  hospitals  of  France  (two  thirds  of  all  French  hospitals) 
are  typically  salaried  employees.     That  this  arrangement  is  not 
necessarily  a  natural  order  of  things,  however,  is  attested  to  by  the 
fact  that  American  physicians  typically  perform  in-hospital  services  on  a 
fee-for-service  basis  and  that  they  are  rarely  salaried  employees  of  the 
hospital.    The  same  is  true  in  France  for  physicians  practicing  in 
non-public  hospitals  (one  third  of  all  French  hospitals).    And  even  in 
West  Germany,  where  hospital  physicians  are  salaried  employees,  it  has 
been  found  necessary  to  permit  at  least  the  hospital  chiefs  some 
fee-for-service  practice  with  privately  insured  patients  (the  latter 
constituting  about  seven  percent  of  the  population).     Such  a  privilege, 
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on  a  limited  scale,  is  enjoyed  even  by  British  specialists  within  that 
country's  government- run  National  Health  Service  (NHS). 

In  thinking  about  capitation  one  must  distinguish  between  two  types 
of  capitation  arrangements: 

1 .  Indirect  Capitation 

Prepaid  capitation  for  comprehensive  care,  paid  to  an  organization 
which  in  turn  procures  physician  services  either  from  an  employed, 
salaried  physician  or  from  self-employed  physicians  on  a 
f ee-f or-service  or  yet  other  basis;  and 

2.  Direct  Capitation 

Prepaid  capitation  paid  directly  to  a  physician  for  his  or  her 
services . 

Indirect  capitation  is  not  found  anywhere  in  the  countries  surveyed  in 
this  study.    One  finds  it  only  in  the  United  States  in  the  form  of  Health 
Maintenance  Organizations  (HMOs)  or  Independent  Practice  Associations 
(IPAs).     The  capitation  arrangements  referred  to  in  Table  1  always 
represent  direct  capitation. 

Use  of  direct  capitation  presupposes  a  primary-care  network  in  which 
designated  physicians  act  as  gatekeepers  to  the  health  system  and  in 
which  patients  can  be  either  persuaded  or  forced  to  give  up  complete 
freedom  of  choosing  a  physician  for  a  particular  illness.  Furthermore, 
the  inter-physician  variation  in  the  average  case  mix  must  be 
sufficiently  small,  because  the  capitation  payment  is  really  a 
compensation  for  this  average  case  mix.    Where  these  conditions  are  not 
satisfied,  direct  capitation  inevitably  comes  to  be  viewed  as  unfair  and 
breaks  down  as  a  method  of  physician  compensation. 
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Direct  capitation  is  used  under  the  British  and  the  Italian 
government- run  national  health  services,  but  only  for  general 
practitioners  who  function  as  the  gatekeepers  of  these  systems.  These 
capitation  payments  put  the  individual  physician  at  risk  only  for  his  or 
her  own  services,  but  not  for  the  services  of  specialists  or  hospitals. 
The  physician  therefore  has  an  incentive  to  refer  complicated  cases  to 
specialists  and/or  hospitals. 

Because  inter-physician  variation  of  the  average  case  mix  tends  to 
be  large  for  specialists,  one  does  not  find  specialists  compensated  by 
direct  capitation.     Instead,  specialists  are  either  the  salaried 
employees  of  health  centers  of  hospitals  or,  if  self-employed,  are 
compensated  on  a  fee-f or-service  basis. 

Because  direct  capitation  controls  a  significant  amount  of  the 
physician's  revenue,  countries  adopting  the  method  have  used  it  to  build 
in  incentives  leading  physicians  to  work  toward  socially  desired 
outcomes.     Thus,  one  finds  higher  capitation  payments  for  practice  in 
under-doctored  areas  or  for  physicians  serving  older  patients.    Even  so, 
capitation  by  itself  does  not  appear  to  represent  an  adequate  steering 
mechanism  for  controlling  physician  behavior,  because  one  tends  to  find 
it  accompanied  by  certain  administrative  regulations  —  e.g.,  a  maximum 
and  minimum  permissible  number  of  office  hours,  and  maxima  for  the  number 
of  patients  on  the  physician's  list. 

One  even  finds  direct  capitation  accompanied  by  yet  other  forms  of 
compensation  —  for  example,  the  defraying  of  certain  practice  costs  by 
lump  sum  subsidies  (United  Kingdom) ,  or  fee-for-service  compensation  for 
socially  desired  services  (immunizations  and  other  preventive  care).  The 
United  Kingdom  is  widely  known  as  the  model  for  payment  by  capitation  of 
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general  practitioners.     Yet  even  there  the  typical  general  practitioner 
receives  only  about  half  of  his  income  strictly  in  the  form  of  capitation. 
Apparently,  society  has  found  it  necessary  to  couple  that  basic  payment 
system  with  methods  that  recognize  more  clearly  the  importance  of  linking 
desired  conduct  with  financial  reward. 

Fee-for-service  compensation  can  be  observed  in  any  of  the  five 
countries  surveyed  in  this  report,  either  as  the  sole  basis  of 
remuneration,  or  as  a  complement  to  other  forms  of  payment  (salary  or 
capitation) .     In  most  instances  the  individual  physician  is  bound  by  a 
fixed  fee  schedule.    These  schedules  are  negotiated  between 
representatives  of  physicians  and  third-party  payers,  by  a  process  to  be 
described  further  on.     In  contrast  to  the  United  States,  where  fees  for 
identical  services  vary  widely  not  only  across  but  also  within  regions  — 
e.g.,  within  the  same  county  or  city  —  fees  in  Europe  and  in  Canada  are 
the  same  for  urban  and  rural  locations,  and  exhibit  little  variation 
across  the  nation.     The  philosophy  appears  to  be  that  a  given  service  or 
procedure  should  carry  roughly  the  same  price  tag  (fee),  regardless  of 
the  individual  physician's  own  practice  costs.     In  this  respect,  the 
fee-for-service  systems  used  abroad  differ  markedly  from  the  American 
fee-for-service  system. 

In  principle,  physicians  can  evade  the  constraint  of  fixed  fee 
schedules  by  encouraging  additional  utilization  of  their  services.  In 
practice,  the  third-party  payers  tend  to  impose  formal  constraints  on 
utilization  as  well.    First,  there  are  procedures  for  which  the  insurance 
plans  simply  will  not  pay.     Second,  under  fixed-fee  schedules,  one  almost 
always  finds  use  of  utilization  profiles  for  each  physician.  These 
profiles  make  it  possible  to  identify  high  prescribers  and  to  apply 
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sanctions  to  them.     One  finds  such  mechanisms  in  Germany,  in  France  and 
in  Canada. 

THE  PROCESS  OF  DETERMINING  COMPENSATION  LEVELS 

The  United  States  appears  to  be  the  only  country  in  which  the  level 
of  physician  compensation  per  unit  of  whatever  base  is  used  -- 
f ee-for-service ,  capitation  or  salary  --  is  still  partially  or  wholly 
determined  by  unfettered  market  forces.    None  of  the  countries  surveyed 
relies  on  the  market  process  at  all.    As  a  general  rule,  levels  of 
physician  compensation  are  determined  either  by  outright  collective 
bargaining  or  by  governmental  decree  coupled  with  implicit  negotiation. 

By  "implicit  negotiation"  is  meant  the  seemingly  unilateral  setting 
of  fees,  capitation  payments  or  salaries  by  a  governmental  authority 
whose  decrees,  however,  may  trigger  strikes  by  physicians  and  thereby 
hasty  retreats  from  the  original  decree.     The  capitation  payments  and 
salaries  of  physicians  in  Italy  and  in  the  United  Kingdom  are  determined 
by  this  form  of  implicit  negotiation  as  part  of  the  budgetary  process  of 
these  countries'  National  Health  Services. 

The  fee  schedules  used  under  fee-for-service  compensation  are  always 
the  product  of  explicit  negotiation.    To  facilitate  this  process,  the 
governments  of  the  countries  surveyed  in  this  study  have  either 
sanctioned  or  established  associations  of  physicians  authorized  to 
negotiate  binding  contracts  on  behalf  of  all  physicians  practicing  under 
the  respective  national  health  insurance  systems  (usually  more  than  95 
percent  of  all  physicians).    These  associations  are,  in  effect, 
trade  unions .     In  France,  they  are  referred  to  as  "syndicats,"  elsewhere 
as  "federations"  or  "associations."    They  differ  from  the  American  model 
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of  a  physician  association  in  their  quasi-public  status,  that  is,  in 
their  power  to  negotiate  binding  agreements. 

While  physician  associations  in  the  United  States  lobby  on  behalf  of 
their  (usually  voluntary)  membership  before  legislative  and  regulatory 
bodies,  they  do  not  have  statutory  power  formally  to  bind  their  members 
to  negotiated  economic  agreements.     The  absence  of  such  formally 
recognized  bodies  is  one  of  the  major  obstacles  to  the  use  of  negotiated 
binding  fee  schedules  in  the  United  States.     By  default,  such  schedules 
as  are  explicitly  or  implicitly  used  in  this  country  tend  to  be 
unilaterally  established  either  by  the  profession  or  by  third-party 
payers,  and  only  rarely  are  such  schedules  binding  (e.g.  under  some 
Medicaid  programs  and  under  the  Massachusetts  Blue  Shield  plan) . 

The  role  played  by  the  government  in  negotiations  over  fee  schedules 
tends  to  vary  from  direct  involvement  (Canada)  to  that  of  a  distant 
umpire  and  final  arbiter  in  case  negotiations  break  down  (West  Germany) . 

In  Canada,  the  national  health  system  consists  of  ten  autonomous 
provincial  plans  operated  by  the  provincial  governments.     The  fee 
schedules  are  therefore  negotiated  directly  with  the  provincial 
governments.    The  precise  nature  of  that  process  varies  somewhat  from 
province  to  province.    Broadly  speaking,  the  provincial  governments  leave 
the  determination  of  the  relative  value  scales  (RVS)  primarily  to  the 
provincial  medical  associations  themselves,  although  there  is,  from  time 
to  time,  governmental  input  on  realignments  that  strike  the  authorities 
as  socially  desirable.    The  formal  negotiations  process  between  the 
provincial  governments  and  the  medical  profession  are  typically  confined 
solely  to  the  absolute  dollar  value  of  fees. 
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In  the  province  of  Ontario,  for  example,  the  universal, 
government -run  Ontario  Health  Insurance  Plan  (OHIP)  has,  since  its 
inception  in  1972,  used  as  the  relative  value  scale  (RVS)  the  fee 
schedule  that  had  been  developed  over  time  by  the  Committee  on  Tariff  of 
the  Ontario  Medical  Association  (OMA)  as  a  non-binding  guide  to  Ontario 
physicians.     The  revision  of  that  fee  schedule  had  been  a  continuous 
process.    Although  the  Committee  on  Tariff  had  consulted  informally  with 
the  private  insurance  carriers  operating  in  Ontario  prior  to  national 
health  insurance,  it  effectively  set  the  fees  unilaterally.    When  the 
government -run  Ontario  Health  Insurance  Plan  (OHIP)  began  operations  in 
1972,  it  simply  adopted  the  prevailing  OMA  schedule  by  compensating 
physicians  at  90  percent  of  that  schedule  (the  discount  being  an 
allowance  for  the  elimination  of  bad  debt) . 

In  1973,  the  Premier  of  Ontario  established  the  standing  Government 
of  Ontario-Ontario  Medical  Association  Joint  Committee  on  Physician's 
Compensation  for  Professional  Services  (hereafter  referred  to  as  "Joint 
Committee").     This  Joint  Committee  includes  three  representatives  from 
each  side  and  a  neutral  Chairman.     The  Joint  Committee  was  to  recommend: 


"  to  both  the  OMA  and  the  Government  of  Ontario  a  fair 

basis  of  compensation  for  all  practising  physicians,  with  due 
consideration  to  both  patient  needs  and  the  costs  to  the 
Province  of  Ontario.    The  OMA,  through  its  Tariff  Committee, 
will  continue  to  be  responsible  for  the  details  of  the  Schedule 
of  Fees.    The  Government  of  Ontario  will  continue  to  decide  the 
mechanisms  to  be  used  to  pay  for  health  services  used  by  resi- 
dents of  the  Province.    However,  in  a  fee-for-service  system  of 
payment,  a  schedule  is  only  a  means  of  achieving  an  end.  Conse- 
quently, the  Joint  Committee  will  not  be  precluded  from  reviewing 
the  Schedule  and  making  recommendations  with  respect  to  individual 
items  which  are  regarded  as  contributing  to  inequities  or  which 
require  revision  to  achieve  an  objective.    The  Committee^will 
also  attest  to  the  adequacy  of  the  Schedule  as  a  whole." 
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In  practice,  the  Joint  Committee's  recommendations  emerge  from 
negotiations  over  the  annual  "global  [upward]  revision"  in  total 
physician  compensation  in  Ontario,  leaving  it  to  the  Ontario  Medical 
Association  (OMA)  to  allocate  the  revision  to  individual  items  in  the  fee 
schedule.     The  latter  makes  those  allocations  as  part  of  an 
intraprof essional  bargaining  process,  using  the  OHIP  computer  and  past 
utilization  rates  to  simulate  the  effect  on  total  compensation  of 
alternative  revisions  in  the  fee  schedule.     The  revised  fee  schedule 
emerging  from  that  effort,  however,  is  subject  to  approval  by  the 
provincial  Cabinet. 

The  Joint  Committee's  negotiations  over  the  "global  revision"  in 
total  compensation  may  break  down  (as  it  did  in  1982),  in  which  case  the 
Government  of  Ontario  can  impose  unilaterally  a  "global  revision,"  after 
input  from  a  "fact-finding"  effort  undertaken  by  the  Chairman  of  the 
Joint  Committee.    Because  of  such  breakdowns  in  negotiations,  the  Ontario 
Medical  Association  no  longer  develops  its  fee-schedule  revisions  subject 
to  the  constraint  of  the  imposed  "global  revision,"  but  instead  develops 
its  own  conception  of  a  fair  and  acceptable  OMA  fee  schedule.  That 
schedule  still  serves,  at  this  time,  as  the  RVS  used  by  the  government's 
insurance  plan;  but  reimbursement  under  that  plan  is  at  only  about  70 
percent  of  the  OMA  schedule. 

The  effective  OHIP  schedule  of  fees  (about  70  percent  of  the  OMA 
schedule)  is  not  strictly  binding  upon  Ontario  physicians.  Like 
physicians  under  the  U.S.  Medicare  program,  Ontario  physicians  may 
"opt-out"  of  the  provincial  plan,  which  is  the  rough  equivalent  to  not 
taking  "assignment"  under  Medicare.     "Opted-out"  physicians  bill  their 
patients  directly  and,  upon  prior  notification,  may  bill  above  the  OHIP 
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schedule.     Patients  are  then  reimbursed  by  OHIP  at  the  prevailing  OHIP 

schedule.     "Opted-in"  physicians  agree  to  accept  the  OHIP  schedule  as 

payment  in  full  and  bill  OHIP  directly.    Historically,  between  10  and  18 

4 

percent  of  physicians  have  "opted-out"  of  OHIP.       In  1981-82,  about  10 
percent  of  total  OHIP  billings  (Can  $130  million  of  Can  $1.3  billion) 
were  billed  on  an  "opted-out"  basis. ^     It  appears  that  general 
practitioners  and  medical  specialists  who  opt  out  tend  to  have  lower 
net-incomes  than  their  "opted-in"  colleagues,  possibly  because  of 
price-sensitivity  on  the  part  of  patients.     The  obverse  relationship 
holds  for  surgical  specialists. 

Given  the  known  number  of  physicians  practicing  in  Ontario, 
negotiation  of  a  "global  upward  revision"  in  total  physician  compensation 
is  tantamount  to  an  implicit  negotiation  over  physician  incomes,  at  least 
ex  ante.    There  is,  however,  no  rigid  mechanism  to  enforce  the  "global 
revision"  ex  post.     Physicians  as  a  group  can  exceed  that  total  by 
inducing  additional  utilization,  for  example.     In  this  respect  the 
provincial  insurance  plan  in  Quebec  differs  markedly  from  its  Ontario 
counterpart . 

In  Quebec,  the  object  of  negotiation  between  the  associations  of 
general  practitioners  and  of  specialists  is,  explicitly,  the  average 
income  (gross  billings)  of  physicians.     Once  that  level  has  been 
determined  —  for  general  practitioners  it  was  Can  $67,000  in  1977  and 
Can  $102,500  in  1984  —  the  physician  associations  translate  the 
agreement  into  corresponding  changes  in  the  fee  schedules,  as  is  the  case 
in  Ontario.    To  enforce  the  global  budget,  however,  two  cost-control 
devices  are  explicitly  introduced. 
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First,  the  plan  compensates  the  individual  physician  at  100  percent 
of  the  agreed-upon  fee  schedule  only  if  the  physician's  gross  billings 
per  quarter  do  not  exceed  a  stipulated  amount  (Can  $34,500  in  1984  for 
general  practitioners).    For  billings  exceeding  that  ceiling,  the 
physician  receives  only  25  cents  per  dollar  of  billings.     In  spite  of 
this  strong  incentive  not  to  overbill,  about  one  third  of  physicians  are 
reported  nevertheless  to  exceed  the  ceiling.    Many  other  physicians  join 
in  so-called  "revenue-pools"  under  which  one  physician  can  effectively 
yield  any  unused  billings  quota  to  a  colleague. 

To  enforce  compliance  of  physicians  as  a  group  to  the  agreed-upon 
global  budget,  Quebec  provides  a  second  cost  control  device:  the 
charging  of  any  global  overrun  billed  in  year  1  to  the  global  budget  of 
year  2.     In  effect,  then,  the  Quebec  negotiating  process  really 
implements  a  physician-incomes  policy  and  turns  the  process  of  physician 
compensation  into  one  giant,  intraprof essional  zero-sum  game.    Partly  as 
a  result  of  this  approach  --  which  raises  the  physician's  average  income 
to  visibility  in  the  media  --  the  province  has  been  able  to  hold  average 
physician  income  in  Quebec  at  a  level  about  40  percent  below  the  overall 
Canadian  average. 

The  fee  schedule  agreed  upon  in  Quebec  is  binding  upon  all 
physicians  practicing  under  the  provincial  plan.    An  individual  physician 
may  opt  out  of  that  plan.     By  so  doing,  however,  he  will  not  receive  any 
compensation  from  the  plan  for  any  patients  treated  and  the  latter  will 
not  be  reimbursed  by  the  plan  for  any  services  procured  from  an  opted-out 
physician.    Only  a  minute  number  of  Quebec  physicians  has  chosen  to 
practice  under  those  stringent  terms. 
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West  Germany's  health  insurance  system  consists  of  a  so-called 
Statutory  Health  Insurance  (SHI)  system  covering  93  percent  of  the 
population  and  a  private  health  insurance  system  covering  the  remainder 
of  the  population.     The  Statutory  system  consists  of  close  to  1,000 
fiscally  independent  "sickness  funds"  which  are  organized  by  trade  or 
locality  and  receive  their  funds  from  a  payroll  tax  paid  in  equal  shares 
by  employees  and  their  employers.     These  funds  are  organized  into 
associations  at  the  state  and  at  the  federal  levels.     The  associations 
negotiate  with  corresponding  associations  of  physicians  the  fee  schedules 
used  for  compensating  physicians  for  ambulatory  services.    With  few 
exceptions,  all  physician  inpatient  services  are  rendered  by  salaried 
physicians  employed  by  the  hospital  (the  exception  being  inpatient 
services  rendered  by  chiefs  of  medicine  to  privately  insured  patients  on 
a  f ee-for-service  basis  according  to  a  schedule  separately  established 
for  private  patients).     In  what  follows ,  the  focus  will  be  on  the 
determination  of  the  fee  schedules  for  ambulatory  services  under  the 
Statutory  system. 

Broadly  speaking,  the  relative  value  scales  used  by  the  Statutory 
system  are  negotiated  at  the  federal  level  between  federal  associations 
of  sickness  funds  and  federal  associations  of  sickness-fund  physicians. 
For  that  purpose,  the  federal  statutes  have  created  a  Committee  on 
Tariffs  (Bewertungsausschuss)  with  a  parity  representation  of  seven 
members  on  each  side.     If  that  committee  fails  to  reach  agreement,  five 
additional,  neutral  members  will  be  appointed.    The  RVS  determined  by 
this  process  are  binding  upon  all  sickness  funds  in  all  states.  No 
distinction  is  made  in  these  RVS  for  either  the  location  or  the  specialty 
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of  the  physician.     The  current  schedule  contains  about  2,300  separate 
items . 

The  monetary  value  of  the  basic  RVS  unit  is  negotiated  at  the  state 
level.     Each  of  the  major  types  of  sickness  funds  --  the  trade-based 
funds,  the  company-based  funds,  the  farmer's  funds,  and  so  on  --  form 
state-level  associations,  each  of  which  negotiates  for  its  funds  with 
state  associations  of  sickness-fund  physicians.     Fees  for  given  items  may 
therefore  vary  not  only  among  states,  but  also  among  funds  within  a 
state.     Only  one  type  of  fund  --  the  so-called  Ersatzkassen  ("Substitute 
Funds,"  mainly  for  white  collar  workers)  --  negotiates  the  absolute  value 
of  fees  at  the  federal  level.    Usually  these  Substitute  Funds  have  paid 
somewhat  higher  fees  than  have  the  other  type  of  funds. 

Should  negotiations  over  absolute  fee  levels  break  down,  there  is 
compulsory  arbitration  by  a  State  Arbitration  Office  composed  of  seven 
representatives  from  each  side  and  five  neutral  members. 

Under  the  Statutory  system,  physicians  bill  their  own  state 
associations  on  a  f ee-f or-service  basis,  at  the  agreed-upon  fees.  The 
latter  compensate  the  physician,  and  in  turn  are  reimbursed  by  the 
sickness  funds,  including  an  administrative  allowance.    At  this  time, 
there  is  no  binding,  predetermined  ceiling  for  total  physician 
compensation  in  a  state.    There  merely  exists  a  formally  reached, 
non-binding  consensus  that  a  certain  total  should  not  be  exceeded.  On 
the  other  hand,  utilization  is  monitored  through  quarterly  physician 
profiles  that  can  identify  so-called  "high-rollers"  among  physicians. 
Such  physicians  may  be  brought  before  a  board  staffed  with  an  equal 
number  of  representatives  from  the  sickness  funds  and  the  physician 
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associations .  Only  about  1.5  percent  of  all  claims  are  being  cut  ex  post 
by  tbis  process,  however. 

The  negotiated  fee  schedules  are  binding  upon  all  physicians 
practicing  under  the  Statutory  system.     Physicians  may  not  extra-bill 
their  patients.     Indeed,  patients  in  West  Germany  do  not  make  any 
monetary  contribution  at  point  of  service  under  the  Statutory  system. 
They  do  not  ever  see  the  bill  the  physician  submits  on  their  behalf. 

France  operates  a  national  health  insurance  system  based  on  a  small 
number  of  large  sickness  funds  which  operate  within  a  statutory  framework 
that  enforces  national  uniformity.    The  system  is  basically  payroll 
financed  and  functions  under  tight  control  by  the  central  government. 

The  typical  practice  in  France  is  that  physicians  bill  their 
patients  directly  for  ambulatory  services.    The  patient  then  seeks 
reimbursement  from  his  or  her  sickness  fund.    To  preserve  the 
confidentiality  of  medical  records,  French  physicians  do  not  show  on 
their  bills  either  the  patient's  diagnosis  or  the  procedure  or  service 
rendered.     Instead,  they  need  to  show  only  a  letter  key  and  a  coefficient 
(e.g.,  CIO  or  K30) ,  which  translates  into  a  corresponding  monetary  unit 
according  to  a  negotiated,  predetermined  schedule.     The  patient  pays  the 
physician  that  amount  and  seeks  reimbursement  from  his  fund  for  75 
percent  of  that  amount.    The  patient  bears  the  remaining  25  percent  of 
the  cost. 

The  underlying  fee  schedule  is  grouped  into  four  letter  keys:     C  for 
consultations  in  the  physician's  office,  V  for  home  visits,  K  for 
surgical  procedures  and  Z  for  radiology.     Within  each  letter-key, 
procedures  are  assigned  relative  values  —  the  numerical  coefficients 
attached  to  the  letter-key  on  the  bill.    These  RVS  are  continuously 
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reviewed  and  revised  by  a  "Commission  de  la  Nomenclature"  consisting,  in 
equal  parts,  of  representatives  of  the  physician  "syndicats,"  of  the 
sickness  funds,  and  of  the  central  government. 

The  monetary  units  of  the  basic  unit  within  each  letter-key  schedule 
are  negotiated  periodically  between  the  physician  "syndicats"  and  the 
sickness  funds.     These  negotiations  take  place  at  the  national  level  and 
produce  fee  schedules  that  apply  nationwide,  without  regard  to  locality. 
There  are  no  differentials  for  urban  and  rural  locations.  Differentials 
by  medical  specialty  exist  only  in  the  category  of  visits  and 
consultations  (letter  key  V) .     The  negotiated  fee  schedules  form  an 
appendix  to  a  wider  set  of  agreements  (the  "Conventions")  between  the 
medical  profession  and  the  sickness  funds.     Those  agreements  stipulate 
other  facets  of  the  working  conditions  of  physicians,  including  certain 
fringe  benefits  accruing  to  participating  physicians.     Before  taking  on 
the  force  of  a  binding  contract,  the  "Conventions,"  including  the  fee 
schedule,  require  the  approval  of  the  central  government's  Ministry  of 
Health  and  Social  Affairs  (now  the  Ministère  des  Affaires  Sociales  et  de 
la  Solidarité  Nationale)  and  of  the  Ministry  of  Finance.     If  these 
ministries  disapprove  parts  of  the  "Conventions,"  they  are  sent  back  for 
further  negotiations  among  physicians  and  the  sickness  funds. 

Physicians  in  France  may  either  "opt  in"  or  "opt  out"  of  this 
agreement,  "Convention."    If  they  "opt  in",  they  are  referred  to  as 
"conventionné."    This  means,  inter  alia,  that  they  bill  their  patients 
only  the  scheduled  fees  (with  a  few  minor  exceptions).    Patients  of  such 
physicians  are  reimbursed  at  75  percent  of  the  negotiated  fee  schedules. 
Patients  of  a  physician  who  "opts  out"  (a  "non-conventionne")  are 
reimbursed  on  an  administratively  fixed  tariff  much  below  the  negotiated 
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fee  schedules.     The  physician,  on  the  other  hand,  is  free  to  charge  the 
patient  whatever  fee  he  or  she  wishes.     Roughly  98  percent  of  all 
physicians  choose  to  "opt  in,"  that  is  they  adhere  to  all  facets  of  the 
wider  agreement  ("Convention")  between  the  Social  Security  Administration 
and  the  physician  "syndicats,"  including  the  negotiated  fee  schedule. 

B.    FEE  LEVELS  AND  PHYSICIAN  INCOMES 

The  nomenclatures  used  for  the  fee  schedules  used  in  other  countries 
differ  substantially  among  one  another  and  from  the  several  nomenclatures 
used  in  the  United  States.     It  is,  therefore,  generally  not  meaningful  to 
make  international  comparisons  of  fees  for  particular  procedures.  One 
major  obstacle  to  such  comparisons  are  differentials  in  the  degree  of 
unbundling  of  services.    West  German  billing  practices,  for  example,  are 
considerably  more  unbundled  than  are  American  practices. 

Because  medical  practice  in  Ontario  tends  to  be  rather  more  similar 
to  American  practices  than  are  European  practice  patterns,  and  because 
the  Canadian  fee  schedules  appear  to  have  borrowed  overtime  from  the 
California  Relative  Value  Scales  (CRVS) ,  it  may  be  illuminating  to 
compare  fees  for  a  select  set  of  major,  standard  procedures  for  at  least 
these  two  systems.    Table  2  presents  such  a  comparison.     Shown  in  the 
table  are  1984  Prevailing  Fees  under  Medicare,  comparable  median  fees  for 
1984  recently  published  by  MEDICAL  ECONOMICS,  and  the  1984  fees  shown  in 
the  Ontario  Health  Insurance  Plan  (OHIP)  fee  schedule. 

It  is  seen  that  fees  in  the  United  States  exceed  seemingly 
comparable  fees  paid  in  Ontario  by  a  substantial  margin.    The  word 
"seemingly,"  however,  is  in  order,  because  it  is  not  known  precisely  what 
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is  included  and  excluded  from  the  definition  of  the  procedures.     It  is 
possible  that  the  "unbundling"  of  procedures  has  progressed  further  in 
Canada  than  it  has  in  the  United  States.     The  OHIP  fee  schedule,  for 
example,  has  9,000  distinct  items. 

The  income-data  bearing  on  this  issue  are  puzzling.     In  1981,  for 
example,  the  average  net  income  of  general  practitioners  in  Ontario  was 
estimated  to  be  $70,000  and  that  of  full-time  specialists  $101,000.  With 
an  average  estimated  expense  ratio  of  37  percent,  these  figures  imply 
average  gross  billings  of  $110,000  for  GPs  and  $160,000  for  specialists.^ 
According  to  data  gathered  by  the  American  Medical  Association,  the 
average  gross  income  of  American  GPs  in  1981  was  about  $136,000,  and  that 

Q 

of  specialists  between  $180,000  and  $220,000.      These  income 
differentials  are  much  smaller  than  the  underlying  differentials  in  the 
fees  shown  in  Table  2.    The  question  therefore  arises  how  Ontario 
physicians  succeed  in  earning  such  relatively  high  incomes  with  such 
relatively  low  fees.     Obviously  they  must  bill  for  a  higher  number  of 
services  per  physician  than  do  their  American  counterparts. 

To  discover  such  differences  in  utilization  per  physician  would 
require  a  quite  detailed  analysis  of  practice  patterns,  preferably  in 
terms  of  a  tracer  analysis  for  a  random  sample  of  a  set  of  tracer 
conditions.    The  secondary  data  made  available  by  OHIP  to  outsiders  are 
not  sufficiently  detailed  to  explore  that  issue  satisfactorily.    At  this 
point  it  may  merely  be  noted,  once  again,  that  lower  fees  do  not 
necessarily  reflect  themselves  in  proportionately  lower  physician  incomes 
and  expenditures  on  physician  services,  a  fact  widely  appreciated  by 
students  of  fee-for-service  systems  the  world  over. 
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FIGURE  2 


RATIO  OF  NET  INCOME  OF  GENERAL  PRACTITIONERS 
TO  AVERAGE  EMPLOYEE  COMPENSATION 
L970-1980 
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FIGURE  3 


RATIO  OF  PHYSICIANS'  AND  PROFESSIONALS'  INCOMES 
TO  THE  AVERAGE  INCOME  OF  ALL  TAXPAYERS 
CANADA  1946-73 


SOURCE:     Richard  M.  3±rd  and  Roderick.  D.  Fraser-,  Commentaries 
on  the-  HaV  Re-oorr,  Toronto,.  Onr. ,  Canada:  Ontario 
Economic  Council,.  198L;  Fignrn-  4-,  p.  50. 
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Figures  2  and  3  and  Table  3  present  data  on  physician  income  in  the 
countries  surveyed  in  this  study  relative  to  average  employee 
compensation  in  these  countries.     It  is  seen  that  physicians  in  West 
Germany,  in  Canada  and  in  the  United  States  are  relatively  better  paid 
than  are  their  French  and  British  counterparts.     Remarkably,  however,  in 
all  countries  the  ratio  of  physician  income  to  average  employee 
compensation  has  tended  to  decline  during  the  1970' s  as  has, 
incidentally,  the  average  income  of  other  professionals  to  average 
employee  compensation  (see  Figure  3  and  Table  3). 


C.     SUMMARY  AND  CONCLUSIONS 


Table  4  overleaf  presents  a  summary  of  the  advantages  and 
disadvantages  one  would  hypothesize  to  inhere  in  each  of  the  four 
distinct  bases  that  can  be  used  for  physician  compensation: 
fee-for-service ,  fee-per-case  (DRG) ,  capitation  and  salary.    As  the  table 
clearly  suggests,  there  just  is  not  one  compensation  base  that  obviously 
dominates  all  others.    Each  base  has  its  strength  and  shortcomings. 
One's  choice  of  a  base  depends  in  good  part  on  the  insights  one 
subjectively  attaches  to  these  pros  and  cons. 

A  cross-national  survey  of  methods  of  physician  compensation 
illustrates  this  ambiguity.     It  appears  that  no  nation  has  yet  seized 
upon  the  ideal  system.    All  of  them  use  a  mixture  of  approaches  (see 
Table  1),  and  few  if  any  nation  seems,  at  this  time,  completely  satisfied 
with  its  system.     Indeed,  both  in  Canada  and  in  Europe  policymakers  are 
actively  reviewing  their  systems  of  physician  compensation  and  are 


TABLE  1+ 


STRENGTHS  AND  WEAKNESSES  OF  ALTERNATIVE  BASES  FOR 
PHYSICIAN.  COMPENSATION 


BASE 

ADVANTAGES 

DISADVANTAGES 

A.  INDIVIDUAL 
PROCEDURE 
(Fee-for- 
Service) 

o    Automatic  adjustment 
for  case  complexity 

o    Provider ' s  reward  is 

closely  linked  to  his/her 
output  of  services 

o    Patients  have  economic 
clout  over  physician 

o    Provides  transparency  of 

fhe  nhvsirian ' s  orofile 

of  practice 

o    Widely  used  throughout 
the  world  and  typically 
preferred  by  physicians 

o    Provides  incentive  for 
over-servicing  per  case 
treated 

o     If  fees  for  particular 
services  do  not  stand  in 
constant  proportion  to  the 
cost  of  these  services, 
f ee-f or-service  compensation 
may  tilt  the  treatment  mo- 
dality towards  more  profit- 
able orocedures 

o    Inflationary  tendency 

through  ever  finer  decompo- 
sition of  treatments  into 
distinct,  billable  tasks. 

o    Difficult  to  budget  ex  ante 

B.  THE 

MEDICAL 
CASE 
''Diagnostic 
Related 
Groups) 

o    Logically  the  most  com- 
pelling definition  of  the 
physician's  "output" 

o    Fairly  good  adjustment  for 
variation  in  case  mix 
(albeit  not  a  perfect 
adjustment) 

o    Provider ' s  reward  is 

fairly  closely  linked  to 
his/her  output  of  services 

o    Provider  has  economic  in- 
centive to  minimize  the 
resource  cost  per  medical 
case  treated 

o    Patients  retain  economic 
clout  over  physicians 

o    Fairly  good  transparency 
of  the  physician's  - 
practice  profile. 

o     It  is  technically  difficult 
to  force  all  cases  into  a 
finite  list  of  DRG's 

o    There  may  be  substantial  var- 
iation of  case  complexity 
within  a  defined  case  cate- 
gory (DRG) 

o    To  the  extent  that  case  com- 
plexity varies  significantly 
within  DRGs,  physicians  may 
engage  in  adverse  risk 
selection  of  patients 

o    Physicians  may  underservice 
their  patients  for  the  sake 
of  economic  gain 

o    Physicians  may  misrepresent 
diagnoses  (DRG  creep) 

o    The  method  is  relatively  un- 
tried here  or  elsewhere  in 
the  world. 

o    Difficult  to  budget  ex  ante 

f 


TABLE  H- 
(continued) 


BASE 


ADVANTAGES 


DISADVANTAGES 


C.     NUMBER  OF 
PATIENTS 

UNDER  CONTINU- 
ING CARE 

(capitation) 


No  need  to  decompose 
physician's  work  into 
procedures  or  cases; 
therefore,  administra- 
tively simple 

Facilitates  budgeting  for 
health  care  ex  ante 

Provider's  effort  still 
somewhat  linked  to  his 
or  her  effort 

Medical  treatments  are 
not  influenced  by  the 
relative  profitability 
of  individual  procedures 

Physicians  have  incentive 
to  minimize  the  cost  of 
medical  treatments 

Patients  still  have  some 
economic  clout  over  phy- 
sicians if  patients  can 
switch  physicians  from 
time  to  time 


Physicians  have  incentive 
for  adverse  risk  selection 
and  may  dump  patients  with 
complex,  costly  conditions 
onto  other  providers 

Physicians  have  incentive  to 
underserve  patients  they  do 
accept  (to  the  extent  that 
patients  remain  unaware  of  it, 

If  average  case  mix  varies 
greatly  among  physicians 
under  one  capitation  system, 
capitation  may  be  viewed  as 
unfair . 

There  is  little  transparency 
of  the  physician's  practice 
profile. 


D.     MONTH  OR 

YEAR 
(salaried 
practice) 


o    Administratively  simple 

o    Medical  treatments  are 
not  influenced  by  the  rel- 
ative profitability  of 
individual  procedures 

o    Facilitates  cooperation 
among  physicians  in 
treating  complex  cases 

o    Facilitates  budgeting  for 
health  care  expenditures 
ex  ante 


Unless  salary  can  be  linked 
somehow  to  output  and  patient 
satisfaction  (as  it  is  in 
group  practices) ,  patients 
lose  economic  clout  over  the 
physician  who  renders  care  as 
an  act  of  noblesse  oblige. 

Physicians  may  underserve 
patients 

There  is  little  transparency 
of  the  physician's  practice 
profile. 
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exploring  alternative  approaches.     In  that  respect,  the  United  States  is 
in  good  company. 

If  there  is  one  dominant  impression  that  emerges  from  a 
cross-national  survey  of  physician  compensation,  it  is  that  the  United 
States  stands  alone  in  its  traditional  and  continued  reliance  on 
unfettered  market  forces  to  determine  physician  fees  and  incomes.  In 
every  country  surveyed  in  this  study  (and  in  virtually  every  other 
country  as  well) ,  the  compensation  of  physicians  is  determined  either 
through  the  process  of  central  budgeting  or,  more  commonly,  through 
collective  bargaining  between  associations  of  physicians  and 
representatives  of  third-party  payers,  subject  to  government  supervision. 
One  may  think  of  this  bargaining  framework  as  a  quasi-market . 

American  physicians  have  long  viewed  f ee-f or-service  compensation 
for  ambulatory  and  inpatient  services  as  the  national  order  of  things , 
and  they  have  viewed  it  just  as  natural  that  fees  for  seemingly  identical 
procedures  be  allowed  to  vary  widely  from  physician  to  physician,  as 
market  conditions  permit.     Economists  find  it  difficult  to  naysay  that 
view,  at  least  in  the  context  of  a  free  market.     For,  in  that  context,  it 
would  be  difficult  to  establish  an  ethical  basis  on  which  to  deny  an 
individual  professional  to  seek  to  extract  from  that  market  whatever  fee 
he  or  she  would  like  to  earn. 

Third-party  payment  effectively  erodes  this  type  of  unfettered 
market.     In  Europe  and  in  Canada,  that  erosion  is  all  but  complete,  for 
better  or  for  worse.     In  such  a  context  the  insurance  carriers  have  but 
two  options  : 

1.     either  to  put  their  business  to  physicians  under 
sealed  competitive  bids,  or 
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2.     to  negotiate  the  compensation  of  physicians  directly 
with  the  latter  under  collective  bargaining. 

None  of  the  nations  surveyed  in  this  study  use  the  first  of  these 

approaches;  they  invariably  opt  for  collective  bargaining.  Under 

collective  bargaining,  however,  one  needs  to  justify  explicitly  the 

relative  value  scales  (RVS)  underlying  the  negotiated  fees  and, 

particularly,  any  inter-specialty  or  inter-regional  variation  in  the 

absolute  value  of  fees.    One  should  think  that  the  typically  higher  cost 

of  living  and  of  practicing  in  urban  areas  provides  ample  justification 

for  an  urban- rural  differertial  in  negotiated  fees.     Yet,  remarkably,  one 

does  not  usually  find  such  differentials.     In  France,  for  example, 

the  same  fee  for  a  given  procedure  applies  throughout  the  entire  nation; 

in  Canada  and  in  West  Germany,  the  same  fee  for  a  given  procedure  applies 

throughout  a  province  or  state.    The  reasoning  appears  to  be  that  urban 

locations  tend  to  be  attractive  enough  in  their  own  right,  and  that  it  is 

quite  appropriate  to  force  urban  physicians  to  trade  off  net  monetary 

income  for  the  sake  of  the  added  "psychic  income"  afforded  by  urban 

living.     In  that  view,  too,  the  nations  surveyed  in  this  report  stand 

apart  from  the  United  States,  where  urban  physicians  typically  charge  and 

are  paid  much  higher  fees  than  their  rural  colleagues. 

Salaried  medical  practice  is  commonly  found  in  Europe,  although 

primarily  for  hospital-based  specialists  or  physicians  working  in 

government- run  health  centers.    Health  Maintenance  Organizations  of  the 

American  variety  seem  not  to  be  used  elsewhere,  nor  is  the  prepaid 

all-inclusive  capitation  for  comprehensive  ambulatory  and  inpatient  care 

that  goes  with  the  HMO  approach.    Where  capitation  is  used  in  other 

countries,  it  is  typically  confined  to  general  practitioners  who  serve 

formally  as  gatekeepers  to  the  rest  of  the  health  care  system.  These 
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capitation  payments  put  such  physicians  at  risk  only  for  their  own 
services,  but  never  for  those  of  specialists  or  other  health  facilities. 

Finally,  none  of  the  nations  surveyed  in  this  study  has  experimented 
with  physician  compensation  by  case  (DRG) ,  nor  does  that  approach  appear 
to  be  contemplated  anywhere.     (In  fact,  one  does  not  find  the  approach 
used  for  hospital  services  either,  although  policymakers  in  both  France 
and  West  Germany  have  at  least  shown  an  interest  in  the  American 
experiment  with  that  approach.) 

In  conclusion,  a  few  comments  may  be  in  order  on  the  strengths  and 
limitations  of  cross-national  research  of  this  sort. 

Two  distinct  questions  may  pique  one's  curiosity  about  physician 
compensation  abroad:     (1)  what  methods  and  administrative  mechanism  other 
nations  have  used  by  pay  their  physicians,  and/or  (2)  what  effect 
alternative  compensation  methods  abroad  have  had  on  the  cost  and  quality 
of  patient  care.    A  lesson  one  derives  from  research  of  this  sort  is  that 
one  is  likely  to  gain  more  insights  on  the  first  question  than  on  the 
second. 

Insight  into  the  first  question  may  be  of  value  in  the  ongoing 
debate  over  American  policy  on  physician  compensation.    For  example,  it 
is  relevant  to  point  out  in  that  debate  that  the  freewheeling  market 
approach  to  fee-for-service  compensation,  with  its  high  inter-physician 
variation  of  fees,  is  not  viewed  as  the  natural  order  of  things  anywhere 
else  in  the  world  —  and  certainly  never  when  a  large  third-party  payer 
such  as  Medicare  purchases  the  bulk  of  particular  types  of  physician 
services  (e.g.,  lens  extractions,  hip  replacements,  coronary  bypasses, 
and  so  on).     In  such  situations,  the  natural  order  of  things  is  formal 
collective  bargaining  over  fees.    The  experience  abroad  can  be 
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instructive  to  show  what  conditions  must  be  met  to  administer  such  a 
bargaining  system.     Furthermore,  it  can  show  American  physicians  that 
negotiations  strictly  over  medical  fees  need  not  and  usually  do  not 
curtail  the  physician's  professional  freedom  to  practice  medicine  as  he 
or  she  sees  fit,  as  is  well  demonstrated  by  the  Canadian,  French  and  West 
German  examples.     And,  as  the  Canadian  and  West  German  examples  show  as 
well,  this  constraint  on  the  individual  physician's  pricing  policies  need 
not  and  usually  does  not  lead  to  an  immiseration  of  the  profession. 

Unfortunately,  as  noted,  cross-national  surveys  of  this  sort  yield 
few  robust  empirical  inferences  on  second  question  mentioned  above, 
namely,  on  the  effect  of  compensation  methods  on  physician  behavior. 
There  are  at  least  two  reasons  for  this  difficulty. 

First,  such  a  survey  simply  yields  too  few  data  points  to  permit 
anything  but  tentative,  anecdotal  insights.    More  importantly, 
cross-national  research  is  severely  hampered  by  an  astounding  paucity  of 
data  on  health  systems  abroad,  and  on  the  lack  of  comparable  definitions 
for  those  data  that  are  available.    For  both  reasons,  one  cannot  perform 
on  cross-country  studies  the  careful  empirical  tests  of  hypotheses  to 
which  American  policymakers  are  accustomed. 

Few  if  any  nations  have  so  far  developed  as  far-flung  and  vigorous  a 
health-services  research  effort  as  has  the  United  States.    The  extent  and 
variety  of  the  data  bases  routinely  available  to  American  researchers 
tends  to  awe  European  and  Canadian  researchers,  as  does  the  sheer  bulk, 
and  the  sophistication,  of  the  published  literature  interpreting  the 
available  data.    There  is  simply  nothing  even  resembling  such  an 
information  system  in  any  other  nation  of  the  industrialized  West. 
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In  this  connection,  one  should  not  fail  to  acknowledge  specifically 
the  contribution  American  physicians  make  to  that  research  effort.  Not 
only  do  American  physicians  contribute  regularly  to  the  extensive  data 
bases  maintained  by  the  American  Medical  Association  (and  those 
maintained  by  the  periodical  MEDICAL  ECONOMICS),  but  they  also  appear 
willing  to  respond  directly  to  the  surveys  of  health-services 
researchers . 

On  the  surface,  it  seems  remarkable  that  American  physicians  have 
been  so  free  in  sharing  information  with  a  research  community  that  does 
not  invariably  sing  the  physicians'  phraises.     On  the  other  hand,  this 
very  openness  has  probably  helped  to  lay  to  rest,  through  careful 
research,  the  many  myths  and  suspicions  societies  tend  to  harbor  on  the 
medical  profession.    European  and  Canadian  physicians  probably  could  not 
even  comprehend  this  willingness  on  the  part  of  American  physicians  to 
reveal  aspects  of  their  medical  practices.     In  general,  they  prefer  to 
cloak  the  inside  of  their  practice  in  secrecy,  as  do  their  professional 
associations.    To  retrieve  primary  information  on  these  physicians' 
practices  by  mailed  questionnaire  or  telephone  survey  is  out  of  the 
question;  the  response  rate  would  be  nil.     Consequently,  it  is  difficult 
and  generally  impossible  to  perform  sufficiently  accurate  comparisons  of 
American  data  on  physician  behavior  with  similar  data  abroad.  The 
requisite  data  are  usually  absent,  certainly  in  Europe. 

One  is  inclined  to  suggest  a  dual  approach  for  future  cross-national 
research  on  physician  compensation. 

One  prong  of  that  approach  would  be  an  ongoing,  low-level  monitoring 
of  developments  abroad.    That  monitoring  could  be  performed  by  an 
American  researcher  concentrating  on  that  issue  and  willing  to  spend 
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extended  periods  abroad  to  keep  abreast  of  developments  there  —  an 
approach  best  exemplified  by  William  Glaser's  series  of  extensive  and 
in-depth  studies  of  foreign  health  systems.    An  alternative  and  possibly 
complementary  approach  might  be  maintenance  of  an  international  network 
of  researchers  who  meet  from  time  to  time  in  workshops  to  present  updates 
prepared  under  a  common  paradigm. 

A  second  prong,  facilitated  by  the  first,  would  be  narrowly  focused 
studies  on  particular  aspects  of  physician  compensation  --  for  example, 
the  further  evolution  of  the  revenue-cap  imposed  upon  physicians  in 
Quebec,  or  an  in-depth  comparative  analysis  of  the  workload  of  American 
and  Ontario  physicians.    As  noted  elsewhere  in  this  paper,  one  ideal 
approach  to  this  task  would  be  tracer  analysis.     An  alternative  might  be 
an  attempt  to  gain  access  to  the  files  of  American  and  Canadian  insurance 
carriers . 
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CHAPTER  II 

THEORETICAL  PERSPECTIVES  ON 
PHYSICIAN  COMPENSATION 

In  most  Western  democracies,  the  compensation  of  physicians  has  become 
a  focus  for  lively  public  debate.    One  can  think  of  several  reasons  for  this 
widespread  interest  in  the  topic. 

First,  the  compensation  of  physicians  represents  a  significant  expenditure 
for  patients  for  third-party  payers  paying  on  the  patients'  behalf.  Although 
the  proportion  of  national  health  expenditures  going  to  physicians  rarely 
exceeds  25  percent,  the  absolute  level  of  these  expenditures  is  nevertheless 
quite  large.    Furthermore,  the  bulk  of  these  expenditures  flow  to  physicians 
through  collective  pools  —  either  government  budgets  or  private  health  insur- 
ance funds.    The  public  therefore  has  a  legitimate  interest  in  the  overall  level 
of  physician  compensation. 

A  second  reason  for  interest  in  physician  compensation  is  that  the  conduct 
of  medical  practice  may  be  sensitive  to  the  manner  in  which  physicians  are  paid. 
In  any  area  of  economic  activity  involving  the  transfer  of  goods  or  services 
from  producers  to  consumers,  the  financial  arrangement  accompanying  that  transfer 
tends  to  exert  a  strong  influence  on  the  real  resource  costs  of  the  product  and 
on  the  financial  resources  transferred  from  consumers  to  producers.    Embedded  in 
the  financial  arrangement  is  a  variety  of  economic  incentives  to  which  both  con- 
sumers and  producers  respond,  usually  in  predictable  fashion.    Although  phy- 
sicians may  rebel  at  the  thought  of  having  the  physician-patient  relationship 
depicted  as  one  between  "producers"  and  "consumers,"  economists  and  other  laymen 
have  become  increasingly  persuaded  that  the  physician's  practice  can  be 
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characterized  by  this  standard  economic  model.    Ironically,  in  this  impression 
the  layman  is  reinforced  by  organized  medicine  itself,  whose  spokesmen  so 
frequently  argue  that  adequate  physician  compensation  on  piece-rate  basis  is 
the  sine  qua  non  of  high  quality  medical  care. 

Finally,  among  at  least  some  commentators  the  compensation  of  physicians 
holds  fascination  not  because  of  its  budgetary  or  behavioral  implications,  but 
for  reasons  best  understood  by  sociologists  or  psychologists. 

One  source  of  this  fascination  is,  undoubtedly,  plain  envy.  Physicians 
almost  everywhere  in  the  West  find  themselves  at  or  near  the  top  of  the 
nation's  income  distribution.    Simply  by  that  position,  they  tend  to  attract 
the  envy  of  equally  well-educated  but  less  well-paid  professionals. 
University  professors,  for  example,  often  ask  with  apparent  pique  how  any 
sensible  society  could  pay  an  obscure  general  practitioner  more  than,  say,  a 
professor  of  nuclear  physics  or  a  well-known  philosopher.    The  reposte  that  the 
observed  differentials  in  compensation  may  possibly  reflect  differences  in  the 
value  society  attaches  to  different  professional  services  is  typically  rejected 
by  the  less  well-paid  professionals  who,  as  often  as  not,  scorn  the  relative 
monetary  valuations  the  plebs  attaches  to  society's  goods  and  services. 

Yet  another  source  of  interest  in  physician  compensation  may  be  a  sense 
of  propriety.    Few  social  commentators  seem  to  care  what  fees  architects  extract 
from  the  construction  of  buildings  or  lawyers  extract  from  litigation.    On  the 
other  hand,  many  such  commentators  seem  to  believe  that  it  is  "just  not  right" 
for  physicians  to  extract  high  economic  lifestyles  from  the  pain  and  suffering 
of  others.    According  to  this  school  of  thought  the  treatment  of  the  ill  is 
essentially  a  humanitarian  enterprise  incompatible  with  a  concern  over  financial 
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returns.    Ironically,  once  again,  the  spokesmen  for  organized  medicine  tend 
to  nourish  this  school  of  thought  as  well  when  they  masquerade  efforts  aimed 
primarily  at  protecting  their  economic  turf  as  a  concern  mainly  over  the  quality 
of  health  care.— ^ 

In  this  chapter  we  are  motivated  primarily  by  the  second  of  the  afore- 
mentioned reasons  for  exploring  physician  compensation,  namely:    its  behavioral 
implications.    Furthermore,  we  shall  develop  our  analysis  from  the  viewpoint 
of  economic  theory.    Although  alternative  perspectives  on  the  issue  are  perfectly 
legitimate,  they  lie  outside  the  scope  of  inquiry  called  for  in  the  present 
research  project. 

In  selecting  economic  theory  as  the  looking  glass  through  which  to  view 
physician  compensation  we  do  not,  of  course,  suggest  that  physicians  resemble 
in  most  respects  the  vendors  of  fruits  or  hoola-hoops.    For  example,  it  is  not 
our  hypothesis  that  physicians  practice  medicine  solely  for  the  money.    It  is 
merely  postulated  that  pecuniary  gain  is  one  of  a  number  of  professional  ob- 
jectives pursued  by  the  typical  physician  and  that,  if  not  all  of  the  physician's 
professional  acts  are  responsive  to  economic  stimuli,  a  number  of  them  neverthe- 
less are.    The  implicit  assumption,  in  other  words,  is  that  the  conduct  of  medical 
practices  is  sensitive  to  economic  incentives  at  the  margin,  and  that  this 
margin  is  sufficiently  significant  to  be  of  interest  to  the  formulators  of  the 
nation's  health  policy. 

*/ 

In  arguing  for  strict  licensure  laws  that  prohibit  non-physician  personnel  from 
rendering  health  care,  for  example,  physicians  typically  seek  to  protect  their 
own  economic  turf  rather  than  the  quality  of  medical  care.    If  the  latter  were 
their  main  concern,  they  would  endorse  rigorous  periodic  relicensing  examinations 
of  the  sort  airline  pilots  must  regularly  undergo. 
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The  remainder  of  this  chapter  falls  into  four  major  parts. 


The  first  part  (Section  II. 1)  is  an  analytically  structured  survey  of 
alternative  financial  arrangements  that  may  accompany  the  delivery  of  ambulatory 
physician  services.    The  survey  is  basically  descriptive.    It  is  followed,  in 
Section  II. 2.,  by  a  set  of  hypotheses  on  the  effects  these  arrangements  are 
likely  to  have  on  the  per  capita  utilization  of  health  services  and  on  the  cost 
of  producing  these  services.    As  already  noted,  these  hypotheses  will  be  rooted 
in  standard  economic  theory.    The  third  part  of  the  chapter  (Section  II. 3)  will 
be  more  narrowly  focused  on  the  economic  implications  of  fee-for-service  com- 
pensation.   Included  in  this  section  are  several  normative  principles  that  should 
be  obeyed  in  the  determination  of  fee  schedules.    This  closer  look  at  one  of  many 
conceivable  compensation  methods  is  warranted  by  the  manifest  preference  among 
physicians  for  fee-for-service  reimbursement.    The  chapter  concludes,  in 
Section  II. 4,  with  some  observations  on  the  methodological  problems  encountered 
in  the  empirical  analysis  of  physician  compensation. 


II. 1      ALTERNATIVE  METHODS  OF  PHYSICIAN  COMPENSATION:    A  DESCRIPTIVE  OVERVIEW 
In  developing  an  economic  taxonomy  of  physician  compensation,  we  seek  to 
make  distinctions  that  will  enable  us  to  examine  the  link  between  physician 
compensation,  on  the  one  hand,  and  the  quality  and  cost  of  health  care,  on  the 
other.    Traditionally  this  taxonomy  has  been  limited  to  one  dimension  of  the 
compensation  process:    the  base  upon  which  compensation  is  based.    Of  the  many 
conceivable  bases  that  could  be  used  for  this  purpose,  three  predominate  in 
practice,  namely: 

a.  the  individual  medical  procedure  (under  fee-for-service  reimbursement) 


b.  the  number  of  patients  under  the  physician's  continuing  care 
(under  the  capitation  system);  and 

c.  the  time  per  month  or  year  the  physician  devotes  to  the  set  of 
activities  for  which  he  is  to  be  paid  (under  the  salary  method). 

For  some  purposes  this  taxonomy  is  detailed  enough.    If  one's  ultimate 
goal  is  to  relate  distinct  compensation  schemes  to  the  quality  and  cost  of 
health  care,  however,  one  should  consider  additional  dimensions  of  the  compen- 
sation process.    These  are: 

1.  the  extent  to  which  patients  share  in  the  process  of  physician 
compensation  at  the  point  of  service; 

2.  the  process  by  which  the  monetary  amount  per  unit  of  the 
base  --  e.g.,  the  fees  for  particular  services  or  the  annual 
salary  --  are  determined;  and 

3.  the  institutional  framework  through  which  compensation  flows 
from  the  ultimate  payers  (patients)  to  the  ultimate  recipient 
(the  individual  physician). 

Figure  II. 1  captures  the  first  two  of  these  additional  dimensions  schematically. 
The  diagram  orders  alternative  compensation  schemes  in  terms  of  three  distinct 
dimensions:    the  base  upon  which  compensation  is  determined  (axis  A);  the  pro- 
cess by  which  levels  of  compensation  are  determined  (axis  B);  and  the  extent 
of  the  patient's  direct  involvement  in  physician  compensation  (axis  C). 
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FIGURE  II.  1 
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II. 1.1    The  Base  for  Compensation 

From  the  standpoint  purely  of  technical  feasibility  --  i.e.,  in 
abstraction  from  the  behavioral  incentives  inherent  in  particular  compen- 
sation bases  --  the  choice  of  a  base  (along  axis  A)  should  be  dictated  by 
the  extent  to  which  one  can  decompose  the  physician's  professional  activities 
into  meaningful,  distinct  components. 

The  application  of  the  fee-for-servi ce  method,  for  example,  proceeds 
on  the  implicit  assumption  that  it  is  meaningful  —  and,  indeed,  useful  -- 
to  decompose  the  physician's  workday  into  a  series  of  distinct  medical  tasks, 
each  of  which  can  be  priced  individually.    Critics  of  the  fee-for-servi ce 
method  are  skeptical  that  a  sensible  decomposition  of  the  physician's  workday 
into  distinct  tasks  is  technically  feasible.    Furthermore,  they  wonder  whether 
it  is  in  society's  interest  to  reward  physicians  explicitly  for  each  and  every 
input  he  applies  in  the  treatment  of  an  episode  of  illness.    The  smallest 
definition  of  a  base  these  critics  would  tolerate  would  be  the  treatment  of  a 
medical  case  —  i.e.,  of  a  given  episode  of  illness  --  leaving  it  to  the  phy- 
sician to  compose  an  efficient  (cost-minimizing)  bundle  of  medical  procedures 
making  up  the  entire  treatment  package. 

In  the  abstract,  payment  of  physicians  by  medical  case  rather  than  by 
individual  procedure  has  enormous  appeal.    Unfortunately,  it  is  generally 
not  possible,  in  practice,  to  decompose  the  physician's  work  load  into  a  set 
of  distinct  medical  cases.    First,  many  patients  present  conditions  with 
multiple  diagnoses.    They  represent  several  medical  cases  wrapped  up  into  one 
episode  of  illness.    Second,  numerous  medical  cases  are  not  finite.  They 
involve  chronic  conditions.    Finally,  many  physicians  —  particularly 
specialists  --  do  not  treat  entire  cases,  but  only  certain  specialized  aspects 
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of  cases.     For  all  these  reasons,  then,  the  medical  "case"  has  not  been 
much  used  as  a  basis  for  calculating  physician  compensation,  the  exception 
being  such  well-defined  cases  as  the  normal  delivery  of  a  baby  or  a  routine 
surgery  such  as  a  hernia  repair  or  an  appendectomy#      For  the  most  part, 
resort  is  had  either  to  fee-for-servi ce  compensation  based  on  individual 
procedures  (particularly  for  specialists)  or,  alternatively,  to  capitation 
or  even  salary. 

In  a  sense  compensation  by  capitation  is  an  attempt  to  approximate 
compensation  by  case.    Instead  of  basing  compensation  on  individual  cases, 
however,  it  is  based  on  an  imaginary  "average"  case  with  the  duration  of  a 
quarter  or  a  full  year.    The  approach  makes  sense  when  the  individual  physi- 
cian's average  case  load  over  such  periods  is  more  or  less  similar  to  the 
overall  average  in  the  wider  reference  group,  e.g.,  the  case  load  of  all  phy- 
sicians in  a  region  or  even  in  the  entire  nation.    Where  this  condition  is  not 
met,  the  capitation  method  must  be  refined  to  account  for  inter-physician  dif- 
ferences in  the  complexity  of  the  case  load.    If  that  refinement  is  not  feasible 
use  of  the  capitation  method  is  likely  to  lead  to  tension  among  physicians.  It 
is  then  apt  to  be  abandoned  for  other  compensation  bases  --  either  for  fee-for- 
service  or  for  salary  outright. 

Compensation  by  sal ary  is  indicated  when  it  is  not  meaningful  to  decompose 
the  physician's  professional  activities  into  identifiable  procedures,  cases,  or 
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case  loads.    One  typically  finds  it  where  patient  care  and  other  activities 
(e.g.,  teaching  and/or  research)  are  inextricably  intermingled,  or  where  it 
is  desired  that  several  physicians  cooperate  freely  in  the  treatment  of 
patients  --  for  example  in  certain  multispecialty  groups  or  clinics.  Indeed, 
one  plus  often  claimed  for  salaried  medical  practice  is  that  it  facilitates 
and  encourages  close  interaction  among  physicians  and,  thus,  continuity  of 
care. 

So  far  we  have  examined  alternative  compensation  bases  strictly  from 
the  viewpoint  of  their  technical  feasibility  in  practice.    At  issue  was  the 
question  of  whether  a  particular  base  can  be  meaningfully  defined  and  measured 
The  technical  feasibility  of  a  base  is,  of  course,  the  sine  qua  non  of  a  work- 
able compensation  scheme.    An  additional  consideration  in  choosing  a  base, 
however,  is  the  financial  incentive  the  base  offers  the  individual  physician. 
We  shall  explore  this  aspect  of  the  problem  in  Section  II. 2  below. 

II. 1.2    The  Determination  of  Compensation  Levels 

Whatever  base  may  underlie  the  compensation  of  physicians,  the  1 evel 
of  compensation  per  unit  of  that  base  can  be  determined  either  by: 

1.  freely  operating  market  forces; 

2.  formal  negotiations  between,  associations  of  physicians 
and  associations  of  insurers  (or  the  government);  or 

3.  administrative  decree. 
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In  the  United  States  the  first  of  these  modes  predominates.    In  general, 
physicians  are  free  to  set  their  fees  on  a  case-by-case,  procedure-by-procedure 
basis  subject  only  to  the  limits  imposed  by  market  forces.    Even  salaried 
physicians  tend  to  negotiate  their  remuneration  with  their  employers  on  an 
individual  basis,  once  again  within  limits  set  by  market  forces. 

By  contrast,  in  most  other  nations  the  individual  physician  is  constrained 
by  externally  imposed  fee  schedules  or  salaries  over  which  he  has  had  at  best 
indirect  influence  as  a  menber  of  a  physician  association.    It  is  clear,  of  course, 
that  within  the  larger  context  of  any  Western  market  economy  negotiated  or  admin- 
istratively set  compensation  levels  are  ultimately  constrained  by  market  forces 
as  well.    For  instance,  it  is  not  possible  for  long  to  pay  physicians  less  than 
is  necessary  to  retain  an  adequate  supply  of  physicians  (although  third-party 
payers  could,  of  course,  pay  considerably  more  than  that  level  for  any  number 
of  years,  as  long  as  taxpayers  and/or  premium  payers  hold  still  for  it). 

As  far  as  fee-for-servi ce  reimbursement  is  concerned,  the  main  distinction 

to  be  made  is  between  determination  by  market  forces,  on  the  one  hand,  and 

negotiated  or  administratively  set  compensation,  on  the  other.    Under  a  free 

market  system,  the  individual  physician  has  some  discretion  over  both  his  fees 

and  the  quantity  of  the  services  he  offers.    In  the  technical  parlance  of  the 

economist,  both  the  fees  and  the  service-intensity  of  medical  treatments  are 

endogenous  from  the  physician's  viewpoint.     Within  the  limits  imposed  on  him 

*/ 

by  the  demand  for  his  services,—   he  can  defend  his  income  by  raising  fees  to 
*/ 

That  there  exists  such  a  constraining  demand  function  cannot  be  denied  even  a_ 
priori ,  because  no  physician  could  charge  any  fee  he  wishes  for,  say,  an  office 
visit.    Formal  empirical  research  in  the  United  States  suggests  that  the  indi- 
vidual physician  is,  indeed,  effectively  constrained  by  market  forces  in  the 
price-output  combinations  open  to  him. 
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offset  a  drop  in  the  volume  of  patients  or  by  increasing  the  resource-intensity 

of  the  care  rendered  to  the  smaller  number  of  patients.    As  Mark  S.  Blumberg  has 

argued  in  this  connection,  within  limits  physicians  can  "act  as  if  their  own  net 

*/ 

incomes  are  a  fixed  salary  cost."—     To  support  his  argument,  he  presents  the 
data  displayed  in  Figures  II. 2  and  II. 3  below.    Figure  II. 2  represents  all  phy- 
sicians.   In  Figure  II. 3    the  data  are  broken  down  by  medical  specialty.  These 
data  do  indicate  the  trace  of  a  trade-off  curve  between  fees  per  visit  and  visits 
per  week. 

By  contrast,  under  negotiated  or  administratively  set  fees,  the  individual 
physician  views  fees  as  external ly  determined  constraints.    They  are  said  to  be 
exogenous  variables.    Given  this  constraint  the  physician's  influence  over  prac- 
tice income  can  be  exercised  only  by  altering  the  service  intensity  of  his  treat- 
ments.   The  distinction  between  endogenously  and  exogenously  set  levels  of  com- 
pensation is  therefore  crucial  in  efforts  to  test  statistically  hypotheses  on 
the  effects  of  compensation  schemes  on  physician  behavior. 

II. 1.3    The  Degree  of  Cost  Sharing  by  Patients 

Whatever  the  compensation  base  and  the  process  determining  compensation 
levels  may  be,  the  extent  to  which  patients  directly  share  in  the  cost  of 
their  care  at  the  point  of  service  is  apt  to  have  at  least  some  influence  on 
the  nature  and  cost  of  the  medical  treatments  they  receive. 

Economists  have  long  hypothesized  that,  other  things  being  equal,  the 
patient's  demand  for  health  services  must  be  negatively  sensitive  to  price. 
A  decade's  worth  of  empirical  research,  culminating  in  the  experimental  health 

-  Mark  S.  Blumberg,  "Provider  Price  Charges  for  Improved  Health  Care  Use,"  in 
George  K.  Chacko,  ed.  Health  Handbook,  North  Holland  Publishing  Co.,  1979, 
p.  1049. 
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insurance  design  undertaken  by  the  Rand  Corporation—    --  provides  firm  support 
for  this  hypothesis.    The  evidence  has  consistently  shown  that,  other  things 
being  equal,  cost  sharing  by  households  does  reduce  their  utilization  of  health 
services . 

Ideally,  then,  any  intra-  or  international  comparison  of  alternative  compen- 
sation schemes  should  take  differences  in  cost  sharing  into  account.    In  practice, 
this  will  be  possible  only  if,  for  each  distinct  compensation  scheme,  one  has 
several  observations  (in  our  case,  countries)  each  representing  a  different  degree 
of  cost  sharing  among  patients.    In  that  case  it  may  be  possible  to  identify 
statistically  the  separate  effects  on  costs  and  utilization  of  (a)  compensation 
methods  and  (b)  the  degree  of  cost  sharing  by  patients.    Clearly,  such  a  data  set 
is  not  available  at  this  time.    An  international  comparison  among  alternative 
compensation  schemes  is  thus  likely  to  be  disturbed  by  the  associated  effects 
of  cost  sharing  (and,  indeed,  of  yet  other  associated  factors  whose  effects  cannot 
be  statistically  isolated  in  a  five-country  study). 

II. 1.4    The  Institutional  Framework  for  Physician  Compensation 
In  the  Federal  Republic  of  Germany  and  in  France  the  typical  private 
physician  is  a  solo-practitioner.    In  the  United  States  and  Canada,  physicians 
frequently  join  together  in  private  single-  or  multi-specialty  groups .or  partner- 
ships.   This  circumstance  adds  yet  another  dimension  to  an  internationally 
applicable  taxonomy  of  physician-compensation  schemes:    the  institutional  path 
through  which  money  flows  from  the  ultimate  payer  (the  patient)  to  the  ultimate 
recipient  (the  individual  physician).    One  can  distinguish  four  such  paths. 


*/ 

—   "Some  Interim  Results  From  a  Controlled  Trial  in  Health  Insurance," 
New  England  Journal  of  Medicine,  December  17,  1981,  305:pgs.  1501-07. 
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The  first  of  these  paths  goes  directly  from  the  indi vi dual  patient  to  the 
individual  physician  and  the  second  from  patients  coll ecti vely  to  the  individual 
physician  via  a  third-party  payer  such  as  a  government  program  or  a  private  health- 
insurance  pool.    The  first  path  has  been  historically  the  dominant  mode.    It  is 
still  widely  prevalent  in  the  United  States  (where  an  average  of  60  percent  of 
expenditures  for  ambulatory  physician  care  are  not  covered  by  insurance  and  paid 
for  directly  by  patients  at  point  of  service)  and  in  France  (where  patients  pay 
their  physician  directly  and  seek  reimbursement  from  their  health  insurance  fund 
on  the  indemnity  principle).    The  second  path  now  predominates  in  most  countries 
with  comprehensive  national  health  insurance  systems.    It  is  typical  of  physician 
compensation  in  the  Federal  Repbulic  of  Germany,  in  the  United  Kingdom,  in  Italy 
and  in  Canada. 

Along  the  third  and  fourth  paths  compensation  does  not  flow  from  patients 

and/or  third  party  payers  to  the  individual  physician  directly,  but  instead 

to  a  larger  facility  --  a  group  medical  practice  or  a  clinic  --  of  which  the 

physician  is  a  part.    Along  such  a  path  the  larger  facility  may  be  paid  for 

the  physician's  services  on  one  basis  --  e.g.,  fee-for-service  --  and  pay  its 

individual  physician  members  on  quite  another  basis  --  e.g.,  salary.  These 

paths  are  relatively  unimportant  in  France  and  in  the  Federal  Republic  of  Germany 

where,  as  noted,  physicians  are  predominantly  solo  practitioners.    In  the  United 

States,  on  the  other  hand,  the  proportion  of  physicians  practicing  in  single- 

and  multi-specialty  groups  now  stands  at  25  percent  and  is  expected  to  grow 

*/ 

rapidly  in  the  future.—   The  fiscal  link  between  payer  (patient  and/or  insurer) 

and  the  individual  physician  is  thus  interrupted  and,  therefore,  blurred. 
_ 

—  American  Medical  Association,  Medical  Groups  in  the  United  States,  1980.  Chicago 
American  Medical  Association,  1982.    The  percentage  represents  non-federal  phy- 
sicians in  private  practice. 
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Tables  II. 1  to  I I. 3  provide  further  perspective  on  this  point.    It  is 
seen  from  Table  II. 1  that  the  compensation  of  group  practitioners  encompasses 
a  myriad  of  distinct  schemes,  each  with  its  own  formula  for  the  distribution 
of  the  group's  total  income.    As  is  shown  in  Table  II. 2,  however,  most  groups 
try  to  preserve  a  strong  link  between  the  individual  physician's  own  compensation 
and  his  "productivity",  where  "productivity"  is  most  commonly  measured  by  the 
gross  revenue  the  individual  physician  brings  to  the  group  as  a  whole.  Remarkably, 
as  is  shown  in  Table  II. 3,  the  individual  physician's  perception  of  his  or  her 
own  financial  incentives  often  differs  markedly  from  the  (probably  more  accurate) 
perception  held  by  the  business  manager  of  the  physician's  group.    If  the  group's 
business  managers  and  the  physicians  within  the  corresponding  groups  shared  the 
same  perception,  then  all  cells  in  Table  II. 3  except  the  diagonal  ones  should  be 
empty.    The  large  number  of  response-pairs  falling  into  the  off-diagonal  cells 
indicates  that  perceptions  on  financial  incentives  do  differ  substantially. 

The  very  complexity  of  compensation  schemes  adopted  by  American  group 
practices  thus  appears  to  blur  the  perception  individual  group  members  have  of 
the  financial  incentives  they  face.    It  is  a  phenomenon  that  makes  it  difficult 
to  relate  financial  incentives  to  physician  behavior  in  empirical  research. 
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TABLE  II.l 

FINANCIAL  INCENTIVES  FACED  BY  INDIVIDUAL  PHYSICIANS 
IN  GROUPS  OF  DIFFERENT  SIZES 

UNITED  STATES,  1978 


NUMBER  OF  FULL-TIME 
EQUIVALENT  PHYSICIANS 
IN  THE  GROUP  PRACTICE 

AVG.  INCREASE  IN  THE 
PHYSICIAN'S  NET  INCOME 
INCOME/$l ,000  GROSS 
REVENUE  HE  BRINGS  IN 

STANDARD 
DEVIATION 

NUMBER 
OF 

RESPONSES 

3  -  5 

$  402 

$  249 

107 

§         6  -  7 

466 

300 

29 

8  -  15 

385 

194 

64 

16  -  25 

444 

171 

47 

26  and  Over 

454 

188 

60 

ALL  GROUPS 

$  421 

$  222 

308 

SOURCE:    P.J.  Held  and  U.E. 

Reinhardt,  Analysis  of  Economic 

Performance  in 

Medi  cal 

Group 

Practices,  Mathematica  Policy  Research,  July  1979, 

Table  V.C.6,  p. 
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II. 2    THE  ECONOMIC  INCENTIVES  INHERENT  IN  PHYSICIAN  COMPENSATION 

Our  objective  in  Section  II. 1  has  been  simply  to  provide  a  structural  tax- 
onomy for  alternative  methods  of  physician  compensation  found  in  practice.  We 
argued  there  that  such  a  taxonomy  should,  in  principle,  embrace  at  least  four  di 
tinct  dimensions  that  characterize  any  particular  compensation  scheme,  namely: 

1.  the  base  on  which  compensation  is  calculated; 

2.  the  process  by  which  levels  of  compensation  are  determined; 

3.  the  institutional  network  through  which  compensation  flows 
from  patients  to  physicians;  and 

4.  the  degree  to  which  patients  participate  directly  in  the  act 
of  physician  compensation  at  the  time  physician  services 
are  received. 

A  rigorous  empirical  study  of  the  effect  of  physician  compensation  on  the  cost 
and  quality  of  health  care  would  have  to  incorporate  statistical  controls  for 
each  of  these  factors  (and  for  yet  others  as  well  —  for  example,  for  the  socio- 
economic and  demographic  characteristics  of  the  population  now  being  served). 

Our  objective  in  the  present  section  will  be  to  set  forth  some  hypotheses 
about  the  effect  of  physician  compensation  on  the  cost  and  quality  of  health 
care.    In  so  doing,  one  must  distinguish  between  two  facets  of  the  problem,  that 

1.  the  effect  of  physician  compensation  on  the  utilization  of 
health  services  in  the  treatment  of  patients;  and 

2.  the  effect  of  physician  compensation  on  the  economic  efficiency 
with  which  the  individual  procedure  or  service  is  produced. 


21. 


The  first  of  these  facets  represents  the  efficiency  with  which  physicians 
manage  the  medical  conditions  presented  by  their  patients.    That  performance  is 
assessed  by  the  quantity  and  mix  of  services  provided  to  patients.    The  second 
facet  represents  the  relative  efficiency  with  which  individual  health  services  -- 
e.g.,  office  visits  or  diagnostic  tests  —  are  produced.    One  assesses  this  aspect 
of  the  physician's  practice  by  observing  the  internal  organization  of  the  physician' 
practice  --  that  is,  the  mix  of  his  own  time,  of  the  time  of  the  support  staff,  of 
floor  space  and  of  medical  equipment  the  physician  uses  in  the  conduct  of  his 
practice.    This  input  mix  determines  the  production  costs  of  individual  services 
and  thus,  indirectly  the  overall  cost  of  health  services  in  a  nation. 

Discussions  on  the  effect  of  physician  compensation  on  the  cost  of  health 
care  usually  focus  only  on  the  first  of  these  two  facets:    the  utilization  of 
health  services.    That  focus  is  well  chosen.    Overall  health  care  costs  do  seem 
to  be  rather  more  sensitive  to  the  quantity  and  mix  of  services  utilized  in  the 
treatment  of  patients  than  to  the  cost  of  producing  the  individual  services  ren- 
dered in  the  physicians'  practices.    There  is  persuasive  evidence,  for  example, 
that  the  cost-savings  achieved  by  the  so-called  Health  Maintenance  Organizations 
(HMOs)  in  the  United  States  which  enroll  patients  on  a  prepaid  capitation  basis 

come  primarily  from  their  more  sparing  use  of  hospital  admissions  and  not  from 

*/ 

more  efficient  production  of  the  ambulatory  services  they  render.— 

In  the  present  report  we,  too,  will  confine  our  analysis  to  the  uti 1 ization 
facet.    We  first  examine  the  effect  of  the  physician's  incentives  on  utilization, 
and  thereafter  the  role  of  the  financial  incentives  faced  by  patients. 


*/ 

See,  for  example,  Held  and  Reinhardt,  op. cit. ,  Chapter  9. 
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Because  our  focus  in  this  section  is  on  the  financial  incentives  faced  by 
(1)  physicians  and  (2)  patients,  it  will  be  convenient  to  collapse  the  detailed 
taxonomy  developed  in  Section  II. 1  above  into  a  simpler  aggregate  that  gives  less 
prominence  to  the  institutional  context  physician  compensation  (i.e.,  the  process 
determining  levels  of  compensation  and  the  institutions  through  which  money  flows 
from  patients  to  physicians).    Table  II. 4  presents  that  more  aggregate  taxonomy. 

The  vertical  and  horizontal  dimensions  of  Table  II. 4  are  thought  to  rep- 
resent the  direct  financial  impact  the  consumers  and  providers  of  health  service 
experience  each  time  a  unit  of  medical  service  passes  between  them.    These  direct 
costs  or  benefits  will  be  referred  to  also  as  marginal  net  benefits  or  costs.  A 
negative  designation  is  interpreted  as  a  monetary  net  cost,  a  positive  one  as  a 
monetary  net  benefit.    Psychic  costs  (e.g.,  pain)  and  the  time  costs  of  obtaining 
health  care  are  left  out  of  the  picture,  as  are  psychic  benefits  such  as  the  pro- 
fessional satisfaction  physicians  derive  from  treating  patients  or,  say,  the 
pleasure  some  patients  (especially  the  aged)  might  derive  simply  from  meeting  with 
a  physician.    These  factors  do,  of  course,  influence  the  rate  of  utilizing  phy- 
sician services,  but  we  deem  them  to  be  held  constant  in  our  theoretical  analysis. 

Systems  under  which  patients  either  do  not  have  any  health  insurance  coverage 
at  all  or  under  which  they  face  significant  coinsurance  rates  fall  somewhere  into 
column  1  of  Table  II. 4.    Systems  under  which  patients  have  complete  first-dollar 
insurance  coverage  correspond  to  column  2.    In  principle,  one  should  add  a  third 
column  representing  cases  in  which  patients  earn  money  by  utilizing  physician 
services  --  for  example,  by  playing  sick  and  having  physicians  certify  such 
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TABLE  1 1. 4 

ALTERNATIVE  FINANCIAL  ARRANGEMENTS 
IN  AMBULATORY  HEALTH  CARE 


DIRECT  FINANCIAL  IMPACT 
ON  THE  INDIVIDUAL  PHY- 
SICIAN EACH  TIME  HE 
RENDERS  A  SERVICE 

DIRECT  FINANCIAL  IMPACT  UPON  PATIENTS  AT  THE 
TIME  THEY  RECEIVE  PHYSICIAN  SERVICES 

1.    NEGATIVE                                     2.  ZERO 

A.  Positive 

A-l 

Physicians  rendering  care 
on  a  fee-for-service  basis 
to  patients  who  are  either 
not  insured  or  who  face 
coinsurance  payments  at 
point  of  service  (e.g., 
France,  United  States). 

A- 2 

Physicians  rendering  care 
on  a  fee-for-service  basis 
under  national  health  in- 
surance systems  with  full 
coverage  (zero  copayments 
on  the  part  of  the  patient), 
for  example,  the  systems  in 
Canada  or  West  Germany. 

B.  Zero 

i 

B-l 

Salaried  physicians  in 
group  practices,  in 
clinics  or  in  hospital 
outpatient  departments 
that  bill  patients  on 
a  fee-for-service  basis. 

B-2 

Salaried  physicians  under 
a  national  health  insur- 
ance system. 

/■»                 A  ■  _             jr.  • 

C.  Negative 

C-l 

Physicians  who  are 
compensated  on  a  pre- 
paid capitation  basis, 
or  members  of  prepaid 
group  practices  in 
which  physician  members 
share  in  the  group's 
profits. 

C-2 

Physicians  who  are 
compensated  by  prepaid 
capitation  under  systems 
not  requiring  copayments 
by  patients  at  point  of 
service. 
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"sickness."    We  shall  not  dwell  on  this  possibility  in  the  present  report, 
although  it  may  represent  at  least  a  minor  problem  in  some  countries  (e.g., 
West  Germany). 

On  the  provider  side,  the  traditional  fee-for-service  systems  fall  into 
row  A  of  Table  1 1. 4.    Systems  under  which  individual  providers  are  reimbursed 
automatically  on  a  full  average  cost  basis,  or  under  which  physicians  receive 
a  salary  based  on  seniority  rather  than  some  rate  of  activity,  fall  into  row  B. 
Finally,  systems  under  which  providers  deliver  health  care  against  prepayment 
of  an  annual  capitation  fee  fall  into  row  C. 

II. 2.1    Economic  Incentives  Faced  by  Physicians 

As  a  first  approximation  it  is  reasonable  to  suppose  that  a  provider 
whose  income  or  profit  increases  directly  in  proportion  with  the  number  of 
services  he  renders  (row  A  of  Table  II. 4)  would  seek  to  maximize  the  number  of 
services  rendered  per  unit  of  his  time.    Conversely,  providers  whose  income 
varies  inversely  with  the  number  of  services  rendered  per  unit  of  time  may 
be  expected  to  minimize  the  delivery  of  services  subject,  of  course,  to  certain 
legal,  ethical  or  market  constraints.    In  conventional  markets,  this  motivation 
is  found  perfectly  acceptable.    It  is  assumed  that  consumers  in  that  context 
are  able  to  fend  for  themselves  and  effectively  check  any  penchant  for  over- 
or  undersupply. 

In  the  health  care  sector,  however,  the  consumer's  role  in  the 
formulation  of  his  or  her  demand  is  typically  more  limited.    Strictly  speaking 
the  consumer  exercises  full  autonomy  only  in  the  decision  of  whether  or  not  to 
contact  that  sector.    Once  the  contact  is  made,  a  physician  typically  takes 
on  the  role  of  "management  consultant,"  counseling  the  consumer  in  the  management 
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of  his  medical  condition.    Although  it  would  be  going  too  far  to  assert  that 
the  individual  consumer  is  a  completely  passive  bystander  formulation  of  his 
demand  for  the  health  services,  much  of  the  responsibility  for  formulating 
that  demand  is  typically  delegated  to  the  physician.    The  latter  is  therefore 
active  on  both  sides  of  the  market.    He  is  at  once  the  consumer's  agent  and 
one  of  the  suppliers  who  meets  the  demand  partially  formulated  by  him  as  the 
consumer's  agent,  and  therein  resides  the  potential  for  a  conflict  of  economic 
interests.    George  Bernard  Shaw,  never  one  to  mince  words,  has  described  this 
conflict  graphically  in  his  now  famous  lament: 

That  any  nation,  having  observed  that  you  could  provide 
for  the  supply  of  bread  by  giving  bakers  a  pecuniary 
interest  in  baking  for  you,  should  go  on  to  give  a 
surgeon  a  pecuniary  interest  in  cutting  off  your  leg,  . 
is  enough  to  make  one  despair  of  political  humanity.  — 

Shaw  is  referring,  of  course,  to  one  of  the  most  widely  perceived  draw- 
backs of  fee-for-service  reimbursement  (row  A  of  Table  II. 4).    It  has  to  be 
conceded  that,  in  its  economic  dimensions  at  least,  that  reimbursement  mode 
makes  the  doctor-patient  relationship  a  perfect  analogue  of  the  agent-client 
relationship  usually  found  in,  say,  the  repair  of  automobiles  where  consumers 
often  do  not  have  the  technical  know-how  to  judge  the  appropriateness  of  the 
services  they  buy.    In  view  of  the  often  unsavory  reputations  of  that  line 
of  business,  physicians  will  most  probably  object  to  this  analogy.    They  may 
argue,  for  example,  that  different  occupations  are  bound  by  different  codes 
of  ethics  and  that  the  medical  code  is  one  of  the  strictest  of  its  kind. 


^'From  the  preface  of  George  Bernard  Shaw,  The  Doctor's  Dilemma,  London: 
Constable,  1930;  p.  xiii. 
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We  do  not  take  issue  with  this  proposition.    Our  point  is  that,  regardless 
of  the  presence  or  absence  of  a  strict  code  of  ethics  and  regardless  of 
current  supply  conditions,  a  latent  conflict  of  economic  interest  does  exist 
under  system  in  row  A.    The  existence  of  that  potential  is  warrant  for  at 
least  some  concern  by  public  policymakers,  for  a  number  of  reasons. 

First,  while  the  medical  code  of  ethics  is  indeed  lofty  in  spirit  and  strict 
in  language,  its  enforcement  need  not  be  and  apparently  has  not  been  commensurately 
strict.    We  know  of  no  profession  that  has  been  notably  successful  in  self- 
regulation.    Physicians  certainly  are  not  known  for  their  vigilance  in  this  area. 

Second,  the  fact  that  the  traditionally  taut  supply  of  physicians  may  have 
served  to  protect  the  application  of  medical  science  from  the  pressure  of 
pecuniary  incentives  is  no  assurance  that  this  independence  will  survive  the 
conditions  of  a  plysician  glut  now  emerging  almost  everywhere  in  the  industrialized 
West. 

Third,  and  most  important,  in  postulating  the  likelihood  of  physician- 
induced  demand  for  physician  services,  one  need  not  even  appeal  to  baser  economic 
motives  or  an  overt  erosion  of  moral  standards  among  physicians.    The  application 
of  medical  science  to  human  illness  is  a  sufficiently  imprecise  enterprise  to 
permit  great  leeway  in  practice  patterns  even  on  purely  medical  grounds.  Further- 
more, a-  good  part  of  medical  practice  involves  decision  making  on  the  basis  of 
empirical  information  concerning  the  patient's  health  status,  and  it  can  rightly 
be  held  that  "the  more  information  the  better."    Since  both  patients  and  physicians 
have  long  been  conditioned  to  view  the  resource-intensity  of  medical  treatment  as 
an  important  index  of  its  quality,  it  is  only  reasonable  to  assume  that,  where 
physicians  are  in  ample  supply,  even  marginally  beneficial  diagnostic  or  thera- 
peutic procedures  will  be  performed,  and  that  the  normal  physician-patient 
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encounter  will  be  lengthened  to  absorb  the  available  physician  time.  This 
development  is  all  the  more  probable  where  patients  are  covered  by  health 
insurance  and  many  of  them  do  not  directly  or  indirectly  bear  the  full  cost 
of  their  own  treatment.    In  short,  there  is  no  reason  to  suppose  that  medical 
practice  is  immune  from  a  quite  innocent  application  of  Parkinson's  Law. 

The  hypothesis  that  physicians  can,  and  do,  induce  demand  for  their  services 
for  the  sake  of  pecuniary  gain  has  enormous  intuitive  appeal,  especially  among 
physicians  themselves.    In  fairness,  however,  it  must  be  added  that  the  scien- 
tifically rigorous  empirical  evidence  bearing  upon  this  issue  is  not  conclusive. 
One  of  the  main  difficulties  one  encounters  in  formal  tests  of  the  hypothesis  is 
the  argument  that  physician-induced  increases  in  the  resource-intensity  of 
medical  treatments  are  apt  to  increase  the  quai i ty  of  these  treatments,  even  if 
the  additional  services  delivered  were  not  absolutely  necessary  from  a  strictly 
medical  viewpoint.    Laymen  find  it  almost  impossible  to  cope  with  this  argument 
unless  they  can  adduce  evidence  of  outright  introgenesi s .    The  most  a  layman 
can  do  is  to  counter  the  argument  with  the  question:    At  what  price  quality? 
In  principle,  at  least,  those  resorting  to  the  quality  argument  should  be  prepare 
to  demonstrate  that  the  added  quality  they  assume  is  worth  its  cost. 

Critics  of  the  fee-for-service  method  of  physician  compensation  frequently 

point  to  salaried  practice  (row  B  of  Table  II. 4)  as  the  superior  alternative. 

That  method,  it  is  argued,  will  "take  money  out  of  medicine"  and  allow  the 

physician  to  be  purely  a  scientist-healer  rather  than  a  professional  entrepreneur 

As  already  noted  earlier,  salaried  practice  tends  to  be  viewed  by  these  critics 

also  as  the  sine  qua  non  of  genuine  cooperation  among  physicians  in  the  treatment 
of-^iatients .    On  its  face,  this  argument  is  attractive.    On  further  thought,  it 

loses  some  of  its  appeal. 
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It  is  self-evident  that  salaried  medical  practice  removes  any  di rect 
pecuniary  incentive  to  over-prescribe  medical  services  in  the  treatment  of 
patients.    Whether  it  removes  all  indirect  economic  incentives  to  do  so  is, 
however,  another  question.    If  the  physician's  salary  is  dependent  on  the 
fiscal  position  of  the  facility  that  employs  him  --  e.g.,  a  group  practice, 
a  clinic,  or  a  hospital  --  and  the  fiscal  condition  depends  directly  on  the 
quantity  of  services  delivered  by  that  facility,  then  salaried  practice 
per  se  does  not  remove  entirely  the  economic  conflict  of  interest  one  de- 
plores in  fee-for-service  reimbursement.    For  example,  an  underused  group 
practice  may  exert  subtle  or  not-so-subtle  pressure  on  its  salaried 
physicians  to  increase  the  application  of  procedures  for  which  the  group 
practice  receives  fee-for-service  reimbursement.    Similarly,  an  under- 
utilized hospital  may  exert  pressure  on  its  salaried  physicians  to  increase 
their  patients'  length  of  stay,  especially  if  the  hospital  is  reimbursed  on 
the  basis  of  a  prospectively  negotiated  flat  per-diem  charge  (as  is  the  case 
in  West  Germany).    In  short,  it  is  improper  to  make  generalizations  about  the 
economic  incentives  inherent  in  salaried  medical  practice  without  taking  into 
account  the  incentives  inherent  in  the  institutional  setting  surrounding  salaried 
practice. 

Even  if  the  physician's  own  salary  were  truly  insensitive  to  the  volume  and 
mix  of  services  he  prescribes,  it  is  not  clear  that  the  patient's  welfare  would 
be  enhanced  by  "taking  money  out  of  medicine"  in  this  way.    Some  authors,  for 
example,  have  argued  that  under  salaried  medical  practice,  the  individual 
physician  would  have  an  incentive  to  minimize  his  own  psychic  costs  of  catering 
to  his  patients.    Among  these  psychic  costs  may  be  the  maintenance  of  an  econ- 
omically efficient  pace  in  seeing  patients,  the  application  of  disagreeable  pro- 
cedures or  even  the  treatment  of  disagreeable  patients.    This  is,  in  fact,  an 
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argument  often  advanced  in  opposition  to  fully  socialized  health  care  in  which 
physicians  are  essentially  salaried  civil  servants.    Such  systems  are  thought 
to  rob  the  individual  patient  of  economic  clout  and  to  reduce  him  to  a  recip- 
ient of  the  physician's  noblesse  oblige. 

One  way  to  assess  the  potential  merits  and  demerits  of  a  wholesale, 
nationwide  shift  to  salaried  medical  practice  might  be  to  examine  more  closely 
the  modus  operandi  of  salaried  pedagogy  in  our  universities.    The  typical 
academic  department  in  a  university  is  really  nothing  other  than  a  multi- 
specialty,  pedagogic  group  practice  whose  members  are  paid  a  salary.  University 
professors  are  likely  to  give  that  system  a  clean  bill  of  health.    They,  too, 
pride  themselves  on  a  professional  code  of  ethics  and  claim  always  to  obey  it. 
It  has  to  be  conceded,  however,  that  some  clients  of  the  system  (namely  students), 
often  do  complain  that  their  professors  tend  to  shy  away  for  disutility  gen- 
erating labor:    the  proper  teaching  of  courses  and  the  careful  reading  of 
papers  and  examinations.    As  the  well-known  American  medical  sociologist  Eliot 
Freidson  has  argued,  many  salaried  medical  practitioners  might  become  similarly 
insensitive  to  their  patients'  wishes  and,  indeed,  to  their  medical  needs.— 
It  is  a  hypothesis  an  open-minded  analyst  cannot  dismiss  out  of  hand  and  one  on 
which  careful  research  is  needed. 

If  salaried  medical  practice  in  its  purest  form  can  be  said  to  "take 
money  out  of  medicine,"  prepaid  capitation  (row  C  of  Table  II. 4)  puts  it  back 
in,  but  with  precisely  the  opposite  incentives  inherent  in  the  fee-for-service 
system.    It  is  reasonable  to  hypothesize  that,  under  prepaid  capitation,  physicians 

*/ 

Eliot  Freidson,  Professional  Dominance:    The  Structure  of  Medical  Care;  New 
York,  Atherton  Press,  1970. 
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are  likely  to  be  conservative  in  prescribing  medical  procedures  whose  appli- 
cation will  cost  them  either  their  own  time  or  monetary  out-of-pocket  expenses. 
Indeed,  a  priori  one  cannot  rule  out  the  possibility  that  physicians  will  treat 
their  patients  with  inadequate  resource-intensity  and/or  be  quick  to  refer  to 
other  physicians  (specialists)  or  to  hospitals,  any  patient  with  complex 
medical  problems. 

However,  just  as  there  is  not  conclusive  empirical  evidence  that  physicians 
under  fee-for-service  reimbursement  overprescri be  services  to  the  detriment  of 
their  patients,  so  is  there  no  conclusive  evidence  that  physicians  underserve  their 
patients  under  prepaid  capitation.    In  fact,  there  is  not  likely  to  be  complete 
symmetry  in  the  degree  of  over-  and  underserving  under  the  two  compensation 
methods . 

Under  the  fee-for-service  method  the  individual  patient  is  likely  to 
perceive  any  increased  resource  intensity  of  care  as  an  increase  in  the  quality 
of  care.    Although  he  might  be  reluctant  to  pay  for  such  increases  out  of  his 
own  pocket,  he  is  likely  to  countenance  them  gladly  when  an  insurer  pays  on 
his  behalf. 

If  the  typical  patient  perceives  increased  resource-intensity  of  medical 
care  as  a  sign  of  increased  quality,  he  is  likely  to  perceive  conservative 
medical  care  as  evidence  of  relatively  lower  quality.    As  long  as  prepaid  capitation 
is  coupled  with  the  patient's  freedom  to  switch  physicians,  this  perception 
of  quality  is  likely  to  put  a  lower  limit  on  the  extent  to  which  an  individual  phy- 
sician can  enhance  his  financial  position  by  underserving  the  patients  on  his  list. 
In  other  words,  the  financial  incentives  in  prepaid  capitation  are  not  exactly  the 
opposite  of  the  incentives  inherent  in  fee-for-service  compensation. 
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II. 2. 2    Economie  Incentives  Faced  by  Patients 

As  has  already  been  mentioned  there  is  now  impressive  empirical  evidence 
that,  other  things  being  equal,  the  patient's  demand  for  ambulatory  physician 
services  is  inversely  related  to  the  monetary  out-of-pocket  expenses  the  patient 
bears  at  the  time  such  services  are  received.    A  priori ,  one  would  therefore 
expect  the  per-capita  utilization  of  health  services  in  any  compensation  scheme 
falling  into  column  1  or  Table  II. 4  to  be  lower  than  that  registered  in  column  2. 
At  the  very  least,  cost  sharing  by  patients  --  especially  in  the  form  of  a  fixed 
coinsurance  percentage  --  would  force  the  latter  to  scrutinize  the  bills  physicians 
might  submit  to  insurance  carriers  under  the  patient's  name.    It  would  thus  reduce 
any  temptation  on  the  part  of  the  physicians  to  bill  third  parties  for  fictitious 
servi  ces . 

Indeed,  even  if  cost-sharing  per  se  were  ruled  out  for  political  reasons, 
one  wonders  why  some  national  health  insurance  systems  --  for  example,  the  Canadian 
and  the  West  German  systems  —  completely  shield  the  patient  from  even  inspecting 
and  countersigning  the  invoices  physicians  submit  to  insurers  on  the  patients' 
name.    The  requirement  of  a  countersignature,  if  not  of  actual  cost-sharing,  might 
well  represent  an  effective  constraint  on  collective  outlays  for  ambulatory  care. 
With  the  aid  of  modern  electronic  computers  it  should  be  a  simple  matter  to  fur- 
nish each  insured  person  with  a  plastic  card  --  such  an  American  express  card  -- 
to  require  physicians  to  bill  insurers  on  properly  completed  slips  like  those  used 
by  American  Express  and  to  furnish  each  insured  with  a  quarterly  statement  setting 
forth  all  physician  charges  billed  in  that  quarter  under  the  insured's  name.  If 
American  Express  can  do  this,  so  surely  could  a  West  German  sickness  fund. 

In  addition  to  the  deterrent  effect  just  described,  cost  sharing  on  the 
part  of  patients  might  move  patients  to  question  the  necessity  for  particular 
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medical  procedures.    And  even  if  the  typical  patient  lacked  the  courage  to 
raise  such  questions,  it  is  likely  to  be  the  case  that  physicians  will  be 
mindful  of  their  patients'  out-of-pocket  costs  in  composing  their  treatment 
strategies . 

Critics  of  cost-sharing  as  an  incentive  to  economy  in  health  care  oppose 
that  strategy  on  two  grounds.    First,  there  is  the  ethical  problem  of  rationing 
health  care  by  means  of  prices  and  budgets  of  individual  households.  Unless 
the  degree  of  cost-sharing  is  calibrated  by  patients'  income  levels,  the  method 
may  lead  to  inequities  in  the  distribution  of  health  care.    On  the  other  hand, 
if  the  degree  of  cost-sharing  is  to  be  related  to  patients'  income,  then  the 
operation  of  the  system  might  easily  become  an  administrative  nightmare. 

Beyond  this  objection  the  critics  of  cost-sharing  also  observe  that  what 
is  demonstrably  true  at  the  microeconomic  level  may  not  be  true  at  the  macro- 
economic  level.  The  critics  are  perfectly  willing  to  concede  that,  other  things 
being  equal ,  cost  sharing  by  patients  will  reduce  the  utilization  of  health 
services.    But  "other  things,"  they  argue,  "may  not  remain  equal."  Specifically, 
these  critics  point  to  the  possibility  that  any  attempt  on  the  part  of  the  patients 
to  economize  on  the  use  of  health  care,  if  widespread,  might  be  partially  or 
wholly  undone  by  the  physicians'  efforts  to  apply  novel  procedures  (e.g.,  diag- 
nostic tests)  whose  significance  the  individual  patient  is  not  competent  to  judge. 
These  critics  are  moved  to  this  observation  by  the  fact  that  systems  in  which 
patients  do  not  bear  any  out-of-pocket  costs  at  the  point  of  service  —  e.g., 
Canada,  West  Germany  or  the  so-called  Health  Maintenance  Organizations  (HMOs)  in 
the  United  States— —  register  costs  per  patient  that  are  no  higher,  and  often 

*/ 

As  noted,  the  typical  HMO  is  paid  on  a  prepaid  capitation  basis,  and  patients 
face,  at  most,  trivial  copayments  at  point  of  service. 
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lower,  than  those  experienced  in  systems  with  a  high  degree  of  cost-sharing  by 

*/ 

patients  (e.g.,  the  United  States).—    Figure  II. 4,  taken  directly  from  a  recent 
study  by  Martin  Pfaff,  illustrates  this  point.    That  diagram  does  not,  of  course, 
control  for  any  other  factors  that  might  affect  health  care  expenditures. 

FIGURE  II. 4 


Abb.  5. 11.  :  Anteil  der  Gesundhei tsausgaben  in  Abhangigkei t  vom  Anteil 
privater  Konsumentenzahl ungen:  1975 
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Canada  spends  less  than  8  percent  of  its  gross  national  product  (..GNP)  on  health 
care,  and  West  Germany  about  9.5  percent.    By  contrast,  the  United  States  now 
spends  about  9.8  percent  of  its  GNP  on  health  care,  although  an  overall  ayerage 
of  about  one-third  of  all  personal  health  care  in  the  United  States  is  still 
borne  directly  by  patients  at  the  point  of  service. 
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In  short,  argue  the  critics  of  cost-sharing,  any  discussion  about  the 
merits  and  demerits  of  cost-sharing  should  distinguish  between  the  microeconomic 
responses  of  individual  patients  and  the  macroeconomi c  responses  of  the  system 
as  a  whole.    That  point  must  be  granted.    Quite  obviously,  it  is  a  circumstance 
that  complicates  enormously  the  empirical  investigation  of  the  effect  of  cost- 
sharing  on  health  care  utilization. 

II. 2. 3    The  Interaction  Among  Physicians'  and  Patients'  Incentives 
By  way  of  summary,  we  observe  that  under  systems  A-l  and  C-2  in  Table  II. 4, 

the  financial  incentives  faced  by  patients  and  those  faced  by  physicians  work  in 
opposite  directions.    System  A-l  represents  the  traditional  fee-for-service  system 
in  the  absence  of  insurance  coverage  or  under  an  insurance  scheme  confronting 
patients  with  a  substantial  degree  of  cost-sharing.    Barring  taut  supply  conditions, 
physicians  under  this  system  have  an  economic  incentive  to  over-prescribe  services. 
Their  enthusiasm  in  this  respect  would,  however,  be  tempered  by  the  patient's 
resistance  to  high  out-of-pocket  costs. 

Cell  C-2  is  representative  of  prepayment  for  comprehensive  care  (as  in 
Health  Maintenance  Organizations,  HMOs)  without  utilization  fees  for  individual 
services.    Here  the  consumer  is  likely  to  demand  more  services  per  episode  of 
illness  (whether  medically  necessary  or  not)  than  the  provider  would  like  to 
deliver.    Once  again,  one  cannot  predict  with  certainty  whose  preferences  are 
likely  to  prevail.    However,  since  a  physician's  power  of  persuasion  in  medical 
matters  is  typically  strong,  it  seems  reasonable  to  predict  somewhat  lower 
utilization  rates  under  arrangement  C-2  than  would  be  observed  under  A-l. 

Under  systems  A-2  and  C-l  in  Table  1 1. 4,  the  physician's  financial  incentive 
coincides  with  his  patients'  incentives.    Cell  A-2  is  representative  of  the  West 
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German  health  insurance  system.    Under  that  system  both  the  physician  and  the 
patient  have  an  economic  incentive  to  excessive  use  of  health  services.  Cell 
C-l  represents  prepaid  capitation  systems  imposing  some  cost-sharing  on  patients 
at  point  of  service.    Such  a  system  is  likely  to  register  the  lowest  per-capita 
utilization  of  health  services,  other  things  being  equal. 

Finally,  if  the  economic  returns  to  a  physician  are  invariant  to  the  number 
of  services  he  provides,  little  can  be  said  about  his  output  decisions.  Conse- 
quently, it  is  difficult  to  make  predictions  concerning  the  probable  utilization 
pattern  under  the  arrangements  in  row  B  other  than  to  say  that  more  services  are 
likely  to  be  demanded  and  delivered  under  systems  in  B-2  than  under  those  in 
B-l  ,  once  again,  other  things  being  equal. 

II. 3    ECONOMIC  PRINCIPLES  FOR  FEE-FOR-SERVICE  COMPENSATION 

It  seems  clear  that,  whatever  misgivings  informed  policymakers  may 
harbor  over  fee-for-service  compensation  of  physicians,  among  physicians 
and  their  patients  that  system  has  remained  popular  in  many  countries.  This 
popularity  is  not  difficult  to  explain. 

From  the  patient's  perspective  the  system  does  have  one  major  psychic 
benefit:    it  gives  the  patient  at  least  some  degree  of  economic  power  —  and, 
thus,  a  measure  of  dignity       in  a  transaction  in  which  the  deck  is  very  much 
stacked  against  him  or  her.    A  sound  principle  for  any  system  of  human  services 
is  that  clients  should  be  able  to  visit  swift  economic  punishment  upon  providers 
that  displease  them.    The  fee-for-service  system  provides  this  recourse  (as 
does,  of  course,  the  capitation  method),  and  it  does  so  whether  the  patient  is 
fully  insured  or  not. 
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From  the  physician's  perspective,  the  fee-for-service  system  preserves 
at  least  some  superficial  trappings  of  the  rugged  individualism  of  which 
physicians  tend  to  pride  themselves  —  even  if  all  of  their  incomes  come 
from  a  collective  pool,  perhaps  even  the  government.    The  system  does  grant 
the  individual  physician  a  considerable  degree  of  control  over  his  take  from 
such  collective  health  care  funds.    Physicians  see  this  control  as  the  es- 
sential link  between  individual  effort  and  reward. 

In  short,  then,  it  is  reasonable  to  suppose  that  fee-for-service 
reimbursement  will  remain  a  prominent  compensation  method  for  physicians  in 
many  of  the  industrialized  countries.    For  that  reason  the  method  deserves 
added  comment.    Specifically,  we  shall  explore  further  the  two  main  features  of 
any  fee  schedule  underlying  the  fee-for-service  method,  namely: 

1.  the  absolute  level  of  fees  incorporated  into  that  schedule; 
and 

2.  the  structure  of  relative  fees. 

Our  objective  in  this  section  will  be  to  offer  some  normative  propositions  on 
both  of  these  features.    It  will  be  assumed  implicitely  that  we  are  concerned 
with  negotiated  or  administratively  set  fee  schedules  and  not  one  emerging  under 
a  completely  free  market  system. 

II. 3.1    The  Absolute  Level  of  Fees 

Given  the  number  of  physicians  in  the  country  and  given  the  number  and 
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mix  of  services  they  produce,  the  overall  absolute  fee  level  stakes  out  the 
claim  physicians  as  a  group  are  granted  on  the  goods  and  services  available 
to  society  as  a  whole.    Thus,  the  absolute  fee  level  agreed  upon  by  neg- 
otiating parties  --  or  determined  by  market  forces,  as  the  case  may  be  -- 
is  a  parameter  that  directly  determines  the  distribution  of  economic  privilege 
in  society.     Indeed,  although  the  debate  over  national  health  policy  is  always 
delicately  phrased  in  terms  of  a  concern  over  the  patient's  welfare,  in  fact, 
the  health  policy  of  most  industrialized  nations  has  become  a  mere  by-product 
of  a  health-care  income  distribution  policy.-^ 

In  their  lectures,  economists  sometimes  refer  to  the  total  value  of  the 
goods  and  services  produced  by  a  nation      --       measured  by  the  gross 
national  product--  as  the  "national  pie."    In  thinking  about  the  absolute  level 
of  physician  fees,  then,  one  is  thinking  about  the  questions:    (1)  What  does 
determine  the  size  of  the  slice  of  that  national  pie  society  should  serve 
physicians  collectively  in  return  for  the  physicians'  treatment  of  patients, 
and  (2)  Are  there  any  principles  to  which  one  could  look  in  determining  just 
how  large  that  slice  should  be? 

In  connection  with  the  first  question  one  notes  that  in  most  industrialized 
nations  the  size  of  the  physicians'  slice  is  now  determined  by  a  handful  of 
legislators,  administrators  and  representatives  of  the  medical  profession  who 
negotiate  over  what  one  may  consider  an  "adequate"  level  of  physician  compensa- 
tion.   To  what  standard  might  these  negotiators  look  in  arriving  at  a  consensus 

*/ 

For  a  fuller  exposition  of  this  thesis,  see  U.E.  Reinhardt,  "Table  Manners 

at  the  Health  Care  Feast,"  in  D.  Yaggy  and  W.G.  Anlyan,  Financing  Health  Care: 

Competition  vs.  Regulation,  Ballinger  Publishing  Co.,  1981,  pp.  13-35. 
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over  the  "adequacy"  of  physician  income?    Here  one  can  think  of  at  least 
two  distinct  approaches,  namely: 

1.  the  guild  approach;  and 

2.  the  market  approach. 
Let  us  examine  these,  in  turn. 

The  "Adequacy"  of  Physician  Income:    The  Guild  Approach 
The  guild  approach  to  determining  the  adequacy  of  physician  income  can 
be  traced  to  the  medieval  doctrine  of  the  "just  price."    According  to  this 
doctrine  the  goods  or  services  sold  by  an  individual  are  to  be  priced  to 
yield  an  income  appropriate  for  the  individual's  rank  in  the  social  hierarchy. 
The  medieval  policymakers  implementing  this  doctrine  leaned  on  the  writings 
of  St.  Thomas  Acquinas  who,  in  turn,  appears  to  have  drawn  in  this  case  on 
Aristotalean  economic  doctrine. 

A  more  recent  version  of  this  doctrine  can  be  found  in  the  writings  of 
the  eighteenth  century  philosopher  David  Hume  who  held  that  "every  man  should 
be  paid  in  proportion  to  the  trust  reposed  in  him  and  to  the  power  (or  status) 
reposed  in  him."—     While  such  a  proposition  would  have  gone  unquestioned  in 
medieval  times  it  is  at  variance  with  the  prevailing  Weltanschauung  of  the  last 
two  centuries.    Although  Adam  Smith,  the  father  of  modern  economics,  basically 

*/ 

Cited  in  Adam  Smith,  The  Wealth  of  Nations,  Random  House,  1937;  p.  105. 
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accepted  Hume's  proposition,  he  did  feel  compelled  to  defend  it  within 
the  context  of  his  own,  hedonistic  doctrine.    Writes  Adam  Smith: 

We  trust  our  health  to  the  physician;  our  fortune  and 
sometimes  our  life  and  reputation  to  the  lawyer  and 
attorney.    Such  confidence  could  not  be  safely  reposed 
in  people  of  a  very  mean  and  low  condition.    Their  re- 
ward must  be  such,  therefore,  as  may  give  them  that 
rank  in  society  which  so  important  a  trust  requires. 
( Emphasi s  added) .  */ 

In  as  genteel  a  fashion  as  befitted  his  age,  Adam  Smith  suggests  here 
that  moral  sentiments  are  a  "luxury  good"  of  which  more  is  consumed  as 
income  rises.    In  the  much  blunter  parlance  of  our  era,  Adam  Smith  is 
counseling  us  to  pay  the  doctor  well  lest  he  carve  the  desired  income 
literally  out  of  our  hides!    The  Hume-Smith  thesis,  if  valid,  would  have 
ominous  implications  in  a  period  of  a  physician  glut.    Such  a  glut  serves 
to  diminish  the  size  of  the  patient  pool  to  whom  the  individual  physician 
looks  for  his  livelihood.    Unless  fees  are  raised  sufficiently  to  compensate 
the  physician  for  the  resulting  loss  of  income,  his  professional  ethics  may 
erode.    So  goes  the  Hume-Smith  thesis. 

Fully  modern  variants  of  the  guild  approach  to  physician  compensation 
abound.  Spokesmen  for  organized  medicine,  for  example,  are  often  heard  to 
argue  that  a  physician  should  never  earn  less  than,  say,  a  university  pro- 
fessor or  a  civil  servant  of  high  rank.    In  West  Germany  this  proposition 

Adam  Smith,  op. cit. ,  p.  105. 
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appears  at  one  time  to  have  been  pushed  to  its  logical  --  and,  in  our 
view,  absurd  --  conclusion  with  the  argument  that  physicians  should  be 
compensated  at  a  level  sufficient  to  permit  them  the  build-up  of  a 
pension  equal  to  a  fixed,  high  percentage  of  their  last  earned  practice 
income.      Remarkably,  the  medical  spokesmen  arguing  for  such  an  incomes 
policy  frequently  drop  the  ominous  hint  that  "inadequate"  physician 
compensation  would  impair  the  quality  of  patient  care.    They  seem  to 
subscribe  to  the  Hume-Smith  thesis. 

The  Adequacy  of  Physician  Income:    The  Market  Approach 
Modern  economists  recognize  that  prices  and  incomes  are  signals  that 
indicate  society's  relative  valuation  of  goods  and  services.    Not  surprisingly, 
then,  they  look  askance  at  the  just-price  doctrine.    In  its  practical  ap- 
plication, the  doctrine  sooner  or  later  provides  the  wrong  signals  and  can 
lead  to  serious  resource  misai! ocation ,  a  subject  we  take  up  further  on  in 
this  section. 

Economists  are  equally  troubled  by  the  more  cynical  Hume-Smith  thesis 
that  members  of  the  learned  professions  need  to  be  paid  to  be  honest.  As 
the  American  economist  Milton  Friedman  has  put  it  in  his  Capitalism  and 
Freedom: 

When  (physicians)  explicitly  comment  on  the  desirability 
of  limiting  their  numbers  to  raise  incomes  they  will  always 
justify  the  policy  on  the  grounds  that  if  "too"  many  people 
are  let  in,  this  will  lower  their  incomes  so  that  they  will 
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be  driven  to  resort  to  unethical  practices  in 
order  to  earn  a  "proper"  income.    The  only  way, 
they  argue,  in  which  ethical  practices  can  be 
maintained  is  by  keeping  people  at  a  standard  of 
income  which  is  adequate  to  the  merits  and  needs 
of  the  medical  profession.    I  must  confess  that  this 
has  always  seemed  to  me  objectionable  on  both  ethical 
and  factual  grounds.    It  is  extraordinary  that  leaders 
of  medicine  should  proclaim  publicly  that  they  and 
their  colleagues  must  be  paid  to  be  ethical.    And  if 
it  were  so,  I  doubt  that  the  price  would  have  any 
limit.    There  seems  little  correlation  between  poverty 
and  honesty.    One  would  rather  expect  the  opposite: 
dishonesty  may  not  always  pay  but  surely  it  sometimes 
does.  ±1 


Friedman  and  others  who  reject  the  guild  mentality  of  the  medical 
profession  would  prefer  to  assess  the  adequacy  of  physician  incomes  by  the 
strictly  objective,  economic  criteria  used  elsewhere  in  a  market  economy. 
In  that  assessment  they  use  two  approaches  that  seem  distinct  but  are, 
in  fact,  fully  consistent  with  one  another.    These  approaches  are: 

1.  the  familiar  supply-and-demand  framework;  and 

2.  the  less  well-known  human-capital  framework. 

The  Supply-Demand  Framework: 

Under  the  supply-and-demand  framework,  one  envisages  society's  resource- 
al locative  decisions  as  constrained  by  an  overall  resource  limit.    It  then  follows 
logically  that  society's  demand  for  any  "thing"  --  be  it  a  commodity  or  human  labor 

Milton  Friedman,  Capitalism  and  Freedom,  Chicago:    University  of  Chicago 
Press,  1956,  p.  155. 
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of  a  particular  type  --  will  tend  to  vary  inversely  with  the  price  of  that  thing. 

For  example,  the  theory  predicts  that  a  union  that  drives  up  the  hourly  wage 
of  its  workers  will  tend  to  trigger  layoffs  as  society  (industry)  will  look  for 
labor-saving  devices.    Similarly,  the  theory  suggests  that  if  a  particular  type 
of  health  manpower  seeks  to  increase  its  hourly  income,  society  will  eventually 
find  ways  to  substitute  other  types  of  labor  or  even  capital  for  the  more  expen- 
sive manpower. 

Physicians  often  find  it  difficult  to  relate  this  proposition  to  their  own 
profession.    They  tend  to  view  their  skills  as  irreplacable  and  society's  demand 
for  them  as  determined  by  medical  need  rather  than  by  economic  criteria.  In 
this  supposition  they  err  on  two  counts.    First,  the  concept  of  "medical  need" 
is  itself  rather  fluid.    What  is  deemed  "need"  depends  in  part  on  economic  factors 
Second,  many  tasks  in  the  physician's  day-to-day  workload  require  little  advanced 
skill  and  could  safely  be  delegated  to  trained  non-physician  personnel  (e.g.,  the 
American  "physician  assistant"  or  "pediatric  nurse  practitioner").  Economic 
pressure  can  easily  force  such  substitutions. 

In  the  face  of  increasing  concerns  over  health  care  costs,  for  example, 
the  hitherto  secure  monopoly  over  ambulatory  care  enjoyed  by  American  physicians 
is  now  steadily  eroding,  as  more  and  more  non-physician  health  workers  are 

*/ 

gaining  the  right  to  treat  patients  as  independent  professional  entrepreneurs .- 
In  the  United  States,  also,  the  well  known  Health  Maintenance  Organizations  (HMOs) 

*/ 

Such  rights  have  been  won  by  chiropractors,  by  optometrists,  by  podiatrists  and 
by  denturists.    The  State  of  California  is  currently  considering  legislation  to 
permit  a  much  larger  variety  of  non-physician  health  workers  to  treat  patients 
as  independent  professionals.    In  this  connection,  see  Harry  Schwartz,  "Doctors 
are  Treated  to  a  Dose  of  Competition,"  Wall  Street  Journal ,  Aug.  16,  1982,  p.  12 
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have  demonstrated  that  they  can  adequately  treat  given  population  groups  with 
far  fewer  physicians  (about  1  per  1,000  population  at  risk)  than  does  the 
traditional  fee-for-service  system  (about  1  per  600  population  at  risk).  With 
both  the  public  sector  and  private  industry  embracing  the  concept  of  the  HMO, 
and  with  many  young  physicians  eagerly  seeking  employment  in  HMOs,  the  economic 
position  of  the  traditional  medical  practitioner  is  bound  to  deteriorate. 

The  gist  of  the  preceding  remarks  is  that  any  society  bent  on  constraining 
the  growth  of  health  care  expenditures  will  be  characterized  by  a  downward  sloping 
demand  curve  such  as  the  hypothetical  curve  shown  in  Figure  II. 5.    The  existence 
of  the  curve  implies  that  society  will  respond  to  increases  in  the  incomes 
physicians  demand  --  perhaps  through  their  organizations  --  by  reducing  over  time 
society's  reliance  on  medical  manpower.    Alternatively,  society  will  provide 
gainful  employment  for  added  numbers  of  physicians  only  if  the  latter  are  willing 
to  accept  reductions  in  their  income.    In  the  United  States  where  physician  in- 
comes are  still  determined  in  large  part  by  market  forces,  this  downward  pressure 
on  physician  incomes  is  already  manifest.    As  is  shown  in  Figure  1 1. 6  and  Table 
II. 5,  the  rapid  increase  in  the  U.S.  physician-population  ratio  during  the  1970s 
has  brought  with  it  a  rather  sharp  decline  in  the  average  real  (inflation-adjusted) 
net  practice  income  of  physicians,  especially  in  medical  specialties  whose  services 
are  not  well  covered  by  insurance  (general  practice,  internal  medicine,  psychiatry, 
pediatrics).    In  Europe,  where  physician  incomes  are  effectively  negotiated  by  a 

handful  of  insurers  and  physicians,  this  downward  trend  may  haye  been  less  pro- 
nounced, especially  if  these  negotiations  proceed  with  tacit  acceptance  of  the 
guild-approach  to  setting  physician  incomes.    If  such  negotiators  wanted  to 
simulate  free  market  forces,  however,  then  we  should  be  witnessing  in  Europe  a 
sharp  decline  in  real  physician  incomes  as  well. 
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FIGURE  II. 5 
HYPOTHETICAL  DEMAND  CURVE  FOR  PHYSICIANS 
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TABLE  II. 5 


Changes  in  Real  Median  Net  Pretax  Practice  Income 
of  American  Physicians  in  Private  Office  Practice 
1973-1978 


PERCENTAGE 

CHANGE 

MEDIAN 

NET  PRACTICE  INCOME 

IN  REAL  INCOME 

SPECIALITY  AND 

1973 

1978 

1978 

Average 

TYPE  OF  PRACTICE 

(In  1973 

(In  1978 

(In  1973 

Annual 

Dollars) 

Dollars) 

Dollars) 

1973-78 

Change 

S 

$ 

S 

% 

% 

Incorporated  MDs 

General  Practitioners 

55.500 

71,030 

48.370 

-12,8 

-2.7 

Family  Practitioners 

55,000 

66,940 

45.590 

-17.1 

-3.7 

Internists 

58.750 

73.610 

50,130 

-14.6 

-3.1 

General  Surgeons 

67,500 

88.750 

60.440 

-10.5 

-2.2 

OBGs 

72.500 

88,400 

60.200 

-16.9 

-3.7 

Pediatricians 

55,000 

67,050 

45.660 

-17  0 

-3.7 

All  Surgical  Specialists 

72,500 

93.670 

63.790 

-12.0 

-2.5 

All  Non-Surgical  Specialists 

65.000 

76.300 

51.960 

-20.0 

-4.4 

All  Fields 

67,500 

82.260 

56,020 

-17  0 

-3.7 

Unincorporated  MDs 

$ 

S 

$ 

% 

% 

General  Practitioners 

37,890 

45,670 

31.100 

-17.9 

-3.9 

Family  Practitioners 

40.630 

58.130 

39.590 

-  2.6 

-0.5 

Internists 

43.100 

53,700 

36.570 

-15.2 

-3.2 

General  Surgeons 

47.290 

62.500 

42.560 

-10.0 

-2.0 

OBGs 

51,830 

63.210 

43.050 

-16.2 

-3.5 

Pediatricians 

38,330 

49.060 

33.410 

-12.8 

-2.7 

All  Surgical  Specialists 

49,550 

62.210 

42,370 

-14.4 

-3.1 

All  Non-Surgical  Specialists 

41.810 

54,170 

36.890 

-1 1.8 

-2.5 

All  Fields 

42.140 

54,700 

37,250 

-1  1.6 

-2.4 

Source:  Adapted  from  Medical  Economics  (September  17.  1979),  pp.  192-93.  (There  were  2.034 
usable  responses  to  14,822  mailed  questionnaires.) 
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FIGURE  1 1. 6 


Time  Paths  of  Average  Net  Practice  Income 
in  Constant  1 970  Dollars  for  Selected 
Medical  Specialties,  1970-79 
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Source:  Data  on  Average  Net  Income  from  Medical  Practice  taken  from  Profiles  of  Medical 
Practice  1980,  Chicago.  III.:  American  Medical  Association,  1980,  Table  45,  p.  217. 
These  data  were  deflated  with  the  Consumer  Price  Index. 
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FIGURE  II. 7 
HYPOTHETICAL  SUPPLY  CURYES  FOR  PHYSICIANS 
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increases  in  the  cohort  of 
students  who  might  be  candi- 
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FIGURE  II. 8 

EQUILIBRIUM  INCOME  LEVEL  FOR  PHYSICIANS  IN  A  FREE  MARKET 
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On  the  supply  side  the  demand-supply  framework  for  physician  compensation 
implies  that,  among  the  many  factors  that  impel  1  individuals  to  become 
physicians,  the  future  income  stream  yielded  by  that  profession  is  one.  The 
theory  does  not  imply  that  physicians  practice  medicine  strictly  for  pecuniary 
gain,  but  only  that  pecuniary  gain  is  one  of  the  many  objectives  pursued  by 
physicians.    And  it  is  reasonable  to  suppose  that,  other  things  being  equal, 
the  higher  the  expected  future  income  stream  yielded  by  medical  practice, 
relative  to  other  incomes  offered  by  society,  the  larger  will  be  the  proportion 
of  students  in  any  cohort  who  will  choose  to  become  physicians.    There  is 
ample  empirical  support  for  this  proposition,  certainly  in  the  United  States. 
Its  implication  is  that  one  may  legitimately  posit  a  physician-supply  curve 
of  the  sort  sketched  out  in  Figure  II. 7.    Once  again,  the  exact  position  and 
slope  of  the  curve  is  less  important  for  our  purposes  than  the  empirically 
verifiable  proposition  that  it  slopes  upward  to  the  right. 

Given  the  supply  and  demand  functions  for  physicians,  it  is  logical  to 
define  an  "adequate"  level  of  physician  compensation  as  one  that  brings  the 
demand  for  and  supply  of  physicians  into  balance.    In  Figure  II. 8,  this  in- 
come level  is  illustrated  by  point  E  .    At  an  income  level  of  E^,  fewer  indi- 
viduals will  choose  a  medical  career  than  society  would  like,  while  at  an 
income  of,  say,  E-j ,  more  individuals  will  seek  to  become  physicians  than 
society  wishes  to  employ  at  that  high  income  level. 
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If  one  accepts  the  preceding  economic  framework  as  a  reasonable  criterion 
for  assessing  the  adequacy  of  physician  compensation,  then  the  average  physician 
incomes  now  earned  in  most  of  the  industrialized  countries  can  be  judged  excessive. 

In  the  United  States,  for  example,  where  medical  students  now  face  fairly 
high  tuition  charges  (up  to  $20,000  per  year),  the  number  of  qualified  students 
who  would  like  to  become  physicians  still  exceeds  the  available  training  places 
by  a  substantial  margin.    To  an  economist,  this  signifies  that  tuition  charges 
are  still  too  low  and/or  physician  incomes  are  still  too  high  --  that  is,  that 
they  are  higher  than  the  incomes  society  would  have  to  offer  physicians  to  assure 
what  society  considers  an  adequate  supply  of  physicians. 
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The  Human-Capital  Approach: 

Under  the  human-capital  approach,  any  form  of  education  or  professional 
training  is  viewed  as  a  form  of  investment  for  the  sake  of  subsequent  monetary 
or  psychic  benefits.    Among  the  psychic  benefits,  for  example,  would  be  the 
prestige  and  power  enjoyed  by  particular  professions.    As  a  first  step  in  exam- 
ining the  nature  of  such  investments,  one  calculates  the  rate  of  return  represented 
by  the  purely  monetary  returns  to  professional  training  and  compares  that  rate  of 
return  to  rates  obtainable  in  alternative  forms  of  investments,  be  they  in 
other  professions  or  in,  say,  a  business  venture. 

The  human-capital  approach  does  not  imply  the  assumption  that  monetary  gain 
is  the  only  reason  for  undertaking  professional  training.    Indeed,  the  low  or 
even  negative  rates  of  monetary  return  typically  found  in  advanced  university 
education  in  the  humanities  are  not  taken  as  evidence  of  irrationality.  Such 
rates  merely  lead  one  to  inquire  into  the  psychic  benefits  that  must  propel 
entrants  into  such  professions. 

If  one  examines  the  purely  monetary  rates  of  return  to  medical  education 
in  the  United  States,  these  have  typically  been  quite  high,  especially  for  non- 
specialists  whose  period  of  training  is  relatively  shorter. 
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The  Absolute  Level  of  Fees  and  the  Cost  of  Health  Care 
We  remarked  earlier  that  the  absolute  level  of  fees  is  an  important 
determinant  of  the  slice  of  the  proverbial  national  pie  --  the  nations' s  total 
output  (Sozial produkt)  --  patients  collectively  serve  physicians  in  return  for 
being  treated  by  the  latter.    Patients  and/or  those  paying  on  the  patient's  behalf 
register  that  slice  in  their  budgets  as  "health  care  expenditures."  Physicians 
view  the  slice  as  "health  care  income."    It  is  this  transfer  payment  to  which 
most  observers  refer  when  they  lament  the  "cost  of  health  care."    It  is,  however, 
merely  a  budget  cost. 

Economists  draw  a  distinction  between  these  so-called  budget  costs  or 
transfer  costs,  on  the  one  hand,  and  the  real  resource  costs  of  physician 
care,  on  the  other.    The  real  resource  costs  of  physician  care  is  properly 
measured  by  the  goods  and  services  that  could  have  been  produced  if  the  capital 
equipment  and  manpower  actually  used  by  the  physician  sector  had  never  been  employed 
there  but  instead  had  been  applied  to  whatever  would  have  been  the  next  best 
alternative  use  (not  necessarily  medical)  of  these  resources.    They  are  the  goods 
and  services  society  as  a  whole  gives  up  to  have  a  physician  in  ithe  first  place. 

Increases  in  the  overall  fee  level  tend  to  increase  the  budget  cost  of 
*/ 

physician  care.—  They  increase  the  slice  physicians'  carve  for  themselves  out  of 


*/  They  will  tend  to  do  so  unless  utilization  of  services  fell  sufficiently  to  offset 
the  rise  in  fees. 
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the  national  pie.    Although  those  who  must  now  eat  less,  so  to  speak,  may 
resent  the  increased  transfer  to  physicians,  it  is  not  immediately  obvious 
that  this  mere  transfer  will  also  alter  the  real  resource  cost  of  physician 
care,  that  is,  that  it  will  affect  the  overall  size  of  the  national  pie.  Will 
it  not  simply  remain  a  mere  income  redistribution?    The  answer  is:    most  probably 
not.    An  overpayment  of  physicians  may  well  reduce  overall  national  income  -- 
that  is,  the  size  of  the  pie. 

The  overall  size  of  the  pie  may  be  affected  by  increases  in  absolute  fee 
levels  if  the  resulting  increases  in  physician  income  attract  more  than  the 
appropriate  number  of  candidates  into  the  medical  profession.    In  such  a  sit- 
uation the  physician  sector  diverts  to  it  human  talent  that  could  have  been 
put  to  socially  more  productive  uses  in  other  sectors  of  the  economy  --  for 
example,  in  other  branches  of  the  sciences, in  engineering, or  in  business. 
There  is  some  evidence  that  the  relative  abundance  of  physicians  in  Europe 
and  on  the  North  American  continent  has  been  paralleled  by  a  marked  shortage 
of  scientists  and  engineers.    While  many  factors  will  have  interacted  to  produce 
this  shortage,  the  apparent  overpayment  of  physicians  --  remarked  upon  earlier 
in  this  section  --  may  have  played  its  part  in  this  misai  location  of  human 
resources.    That  misallocation  is  apt  to  detract  from  future  economic  growth. 

II. 3. 2    The  Structure  of  Relative  Fees 

If  a  fee  schedule  is  to  convey  the  proper  economic  signals  to  physicians, 
its  structure  should  obey  the  following  principles: 

1.    Services  that  are  identical  in  terms  of  objectively  determined 


( 
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standards  of  quality  and  in  terms  of  their  medical  content 
should  be  covered  by  one  and  only  one  fee,  regardless  of 
how  or  by  whom  they  are  produced. 

2.  There  should  be  strict  proportionality  between  the  fees  for 
medical  services  and  their  resource  costs. 

3.  The  definition  and  measurement  of  resource  costs  (primarily 
the  time  of  physicians  and  paramedical  personnel,  and  supplies, 
including  an  allowance  forthe  amortization  of  fixed  costs)  should 
be  based  on  an  efficient  mode  of  production. 


One  Fee  for  One  Service 

The  first  of  these  principles  is  particularly  important  in  the  context  of 
a  physician  glut.    Under  these  market  conditions  specialists  typically  resort 
to  the  delivery  of  primary  health  care  to  protect  their  income.    The  question 
then  arises  whether  a  specialist  who  caters  to  a  medical  condition  that  could 
easily  have  been  treated  by  a  general  practitioner  should  receive  a  higher  fee 
than  the  general  practitioner  for  a  given  service  just  because  he  has  had  more 
specialized  training. 

At  first  blush  the  answer  to  this  question  seems  to  be:    No.    To  pay 
specialists  a  higher  fee  would  merely  entice  them  to  deliver  services  for 
which  they  are  either  overqual i fied  or,  quite  possibly,  not  qualified  in  the 
first  place.    Specialists  should  earn  a  differential  income  per  hour  only  for 
activities  that  truly  require  their  special  skills. 

There  arises  the  question,  however,  who  should  be  the  arbiter  dividing  the 
universe  of  medical  tasks  into  those  properly  falling  into  the  domain  of  general 
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practitioners  and  those  properly  assignable  to  the  various  medical  specialties. 
Should  it  be  patients,  or  should  that  task  be  left  to  medical  experts? 

Economists  customarily  view  the  consumer's  psyche  as  the  sole  legitimate 
judge  of  quality  differentials.    If  consumers  believe  that  striped  toothpaste 
is  superior  to  conventional  paste  and  are  thus  willing  to  pay  more  for  the 
striped  version,  then  the  resulting  price  differential  is  judged  by  economists 
to  be  perfectly  proper  even  if  there  were  no  objectively  determinable  difference 
in  the  quality  of  the  toothpastes  at  all. 

Where  patients  pay  directly  out  of  pocket  all  or  a  substantial  part  of 
the  physician's  fees,  the  economist's  valuation  principle  seems  applicable  even 
if  the  patient's  perception  of  quality  differentials  deviated  from  those  of 
medical  experts. 

If,  on  the  other  hand,  the  physician  is  compensated  by  third  party  payment, 
relative  fees  will  necessarily  have  to  be  negotiated.    In  that  case,  it  would 
seem  appropriate  to  entrust  the  definition  and  measurement  of  quality  to  de- 
tached medical  experts  —  perhaps  to  del  phi  panels. 

Relative  Fees  and  the  Cost  of  Physician  Services 

The  second  and  third  principles  mentioned  earlier  suggest  that,  in  the 
construction  of  a  fee  schedule,  the  relative  value  points  assigned  to  individual 
services  should  conform  as  closely  as  possible  to  the  relative  cost  of  these 
services.    Furthermore,  they  suggest  that  these  unit  costs  should  not  be  just  an 
average  over  some  sample  of  physicians,  but  instead  be  standards  inferred  from 
the  most  efficient  way  of  producing  each  service.    Both  propositions  require  a 
few  added  comments . 
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The  proposition  that  the  relative  value  scales  be  tied  closely  to 
relative  costs  is  motivated  by  the  notion  that,  in  the  absence  of  proportion- 
ality between  fees  and  costs,  providers  may  bias  the  mix  of  services  they 
prescribe  toward  relatively  more  profitable  procedures. 

As  long  as  physicians  operate  under  conditions  of  excess  demand  and  can 
earn  a  comfortable  living  by  performing  only  medically  necessary  procedures, 
their  practice  style  will  remain  impervious  to  such  distortions  in  relative 
fees.    On  the  other  hand,  problems  may  arise  under  conditions  of  excess  supply, 
or  where  effective  fee  ceilings  exert  strong  economic  pressure  on  individual 
providers.    As  noted  earlier,  in  composing  the  treatments  for  given  medical 
conditions,  physicians  have  considerable  leeway  on  purely  medical  grounds.  It 
may  therefore  be  supposed  that  even  without  overtly  compromising  their  professional 
ethics,  physicians  may  in  a  subtle  way  become  sensitive  to  the  relative  financial 
rewards  of  medically  sound  alternative  treatments,  especially  if  patients  enjoy 
full  insurance  coverage  and  are  hence  indifferent  to  the  cost  of  alternative 
treatments . 

There  arises  the  question  of  how  the  standard  relative  unit  costs  of 
individual  medical  services  ought  to  be  calculated.    This  is  quite  obviously 
a  highly  complex  task  involving  at  least  two  major  obstacles:    (1)  the  problem 
of  joint-cost  allocation  and  (2)  the  problem  of  assigning  monetary  values  to 
the  time  of  physicians  in  different  specialties. 

The  total  cost  of  a  medical  practice  consists  of  those  that  vary  proportionately 
with  the  volume  of  services  rendered  and  those  that  are  relatively  fixed  per  period, 
regardless  of  variations  in  the  patient  load.    Business  accountants  typically 


• 
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assign  the  latter  type  of  costs  to  individual  units  of  output  on  the  basis  of 
some  predetermined  formula.    Any  such  allocation,  however,  can  be  shown  to  be 
arbitrary.    Furthermore,  economists  counsel  against  such  allocations.    In  the 
context  of  medical  practice,  economists  would  therefore  refine  the  language 
of  the  second  principle  mentioned  above  as  follows: 

2.    There  should  be  strict  proportionality  between  the  fees  for 
medical  services  and  their  unit  variabl e  costs,  where  the 
latter  include  an  imputed  cost  of  physician  time.  Further- 
more, the  markup  over  assigned  variable  costs  —  the  so-called 
"contribution  margin"  --  should  be  large  enough  to  cover  all 
fixed  costs.    (The  physician's  required  income  is  represented 
by  the  imputed  cost  of  physician  time). 

The  empirical  estimation  of  the  relevant  variable  costs  is,  of  course, 

no  simple  matter.    One  potentially  useful  approach  might  be  to  employ  work 

sampling  techniques  in  a  pertinent  sample  of  medical  practices  and  to  convert 

the  information  so  obtained  into  the  input-output  coefficient  of  a  linear  pro- 

*/ 

gram  that  can  then  be  used  to  calculate  the  relevant  variable  costs.— 

The  bulk  of  the  variable  costs  associated  with  medical  practice  are  the 
wages  and  fringe  benefits  of  support  staff  and  the  value  of  the  physician's  own 
time.    The  cost  of  paramedical  personnel  is  objectively  given  and  can  be 

*/ 

For  a  description  of  these  techniques,  see  K.R.  Smith,  M.  Miller  and  F.L.  Golladay, 
"An  Analysis  of  the  Optimal  Use  of  Inputs  in  the  Production  of  Medical  Services," 
Journal  of  Human  Resources,  Spring  1978,  and  U.E.  Reinhardt,  "Manpower  Substitution 
and  Productivity  in  Medical  Practice:    Review  of  Research,"  Health  Services  Research, 
Fall,  1973. 
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assigned  to  the  individual  services  in  accordance  with  paramedical -aide  time 
spent  on  them.    It  is  probably  not  insurmountably  difficult  either  to  discover, 
through  careful  task  analysis,  the  content  of  physician  time  in  each  efficiently 
produced  service.    The  problem  lies  in  converting  these  time  units  into  costs, 
for  the  cost  of  physician  time  is  not  objectively  given. 

One  approach  might  be  to  value  the  time  of  all  physicians  equally,  regard- 
less of  medical  specialty.    General  practitioners  might  rate  this  procedure  as 
"equitable"  but  one  wonders  whether  specialists  would  concur.    The  latter,  after 
all,  undergo  more  lengthy  training.  True  equality  therefore  requires  that  one 
adjust  for  these  factors. 

One  baseline  rule  that  suggests  itself  for  this  purpose  would  be  to  set 
relative  hourly  remuneration  for  the  various  specialties  so  that,  after  adjustment 
for  differentials  in  training  costs  and  in  tolerable  workloads,  the  net  present 
(discounted)  value  of  their  medical  career  is  the  same  for  all  physicians  upon 
completion  of  their  internship.    Under  this  rule,  the  relative  hourly  remuneration 
of  any  two  specialties  becomes  a  rather  complex  mathematical  expression  and  need 
certainly  not  equal  unity. 

The  preceding  rule  may,  unfortunately,  violate  the  requirement  that  the 
supply  of  physician  services  be  equated  to  the  demand  for  them  in  all  medical 
specialties.    Physicians  may  associate  certain  psychic  costs  and/or  benefits 
with  working  in  a  particular  specialty.    To  attain  equilibrium  in  the  services 
market,  one  may  therefore  have  to  allow  differentials  even  in  the  net  present 
values  defined  above.    The  required  adjustments  are  easily  made  in  principle, 
but  hard  to  estimate  in  practice.    A  further  consideration  of  these  problems 
would  clearly  exceed  the  scope  of  this  report.    At  this  point  one  can  but  sketch 
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the  bare  outline  of  a  standard  costing  procedure  for  medical  services  and 
note  its  essential  features. 

Throughout  this  section  it  has  been  assumed  that  the  standard  unit  costs 
of  a  service  are  those  inferred  from  an  efficient  production  process.  Con- 
cretely this  means  that  services  safely  delegatable  to  a  physician  assistant 
should  be  priced  as  if  a  physician  assistant  actually  produced  it  in  all  cases. 
Physicians  who  actually  had  the  service  produced  by  an  assistant  would  fare  well 
under  this  rule.    On  the  other  hand,  physicians  who  failed  to  delegate  tasks 
efficiently  would  obviously  be  penalized.    In  the  example  under  consideration, 
if  the  physician  produced  the  perfectly  delegatable  task  himself,  he  would 
effectively  sell  his  own  time  at  the  price  of  a  physician  assistant's  time.  The 
implicit  loss  might  soon  become  obvious  to  him. 

II. 4    SUMMARY  AND  CONCLUSIONS 

The  purpose  of  this  chapter  has  been  to  explore  alternative  methods  of 
physician  compensation  at  the  conceptual  level  and  to  extract  from  that  ex- 
ploration certain  principles  for  the  construction  of  fee  schedules. 

We  began  our  exploration,  in  Section  II. 1,  with  a  descriptive  survey  of 
alternative  compensation  systems  found  in  practice.    It  was  found  that  an  ade- 
quate taxonomy  of  such  systems  must  encompass  at  least  four  dimensions,  namely, 
the  base  on  which  compensation  is  paid,  the  process  by  which  compensation  levels 
are  set,  the  institutional  framework  through  which  funds  flow  from  patients  to 
physicians,  and  the  degree  to  which  patients  share  in  the  cost  of  physician  care 
at  the  time  that  care  is  rendered.    A  completely  rigorous  investigation  of  the 
effect  of  physician  compensation  on  the  cost  and  quality  of  health  care  is 
possible  only  if  statistical  control  can  be  made  for  each  of  these  four  dimensions 
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of  compensation  schemes,  as  well  as  for  the  numerous  other  socio-economic  and 
demographic  factors  influencing  the  utilization  and  cost  of  health  services. 
It  should  be  obvious  that  this  rigor  cannot  possibly  be  attained  in  a  five- 
country  study  such  as  the  present  one.    Such  a  study  can,  however,  yield 
highly  suggestive  information  which  is  useful  in  its  own  right. 

In  Section  II. 2  our  discussion  changed  from  the  purely  descriptive  to  the 
formulation  of  a  set  of  hypotheses  on  the  behavioral  effects  of  alternative 
compensation  schemes.    That  exploration  singled  out  for  closer  review  the  three 
prototypical  compensation  bases:    fee-for-service ,  capitation  and  salary. 

Among  the  advantages  of  the  fee-for-service  method  we  identified  (1)  the 
close  link  between  the  physician's  effort  and  his  reward  and  (2)  the  economic 
clout  the  method  puts  into  the  hands  of  patients.    A  third  advantage,  not 
mentioned  earlier,  is  that  the  administration  of  a  fee-for-service  system 
under  a  national  health  insurance  program  provides  a  wealth  of  useful  statistics 
on  the  operation  of  medical  practices,  a  transparency  not  available  under  either 
the  capitation  or  the  salary  method.    In  that  transparency  lies  the  potential 
of  external  control  over  the  individual  physician's  practice.    The  main  dis- 
advantages of  fee-for-service  compensation  are  (1)  that  it  encourages  over- 
servicing  of  patients  and  (2)  that  it  may  distort  the  treatment  of  patients 
if  the  hourly  net  income  implicit  in  the  relative  fee  structure  varies  signi- 
ficantly among  items  in  the  fee  schedule.    It  is  sometimes  argued,  for  example, 
that  the  remarkably  short  average  length  of  the  patient  visit  in  West  Germany 
and  the  penchant  among  West  Germany  physicians  for  technical  procedures  reflects 
in  part,  at  least,  a  fee  schedule  that  rewards  the  physician's  intellectual 
efforts  during  contacts  with  patients  far  less  generously  than  it  rewards  the 
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Salaried  practice  is  sometimes  advocated  with  the  argument  that  it  "takes 
money  out  of  medicine."    A  useful  compensation  scheme,  however,  should  not  "take 
money  out  of  medicine."    That  would  lay  waste  one  of  the  most  powerful  steering 
mechanisms  available  to  policymakers  in  a  mixed-market  economy.    The  proper  ap- 
proach is  to  put  money  into  medicine  in  a  manner  that  serves  society  well.  And 
on  that  criterion  salaried  medical  practice  appears  to  fall  short  of  the  attainable 
optimum.    First,  the  method  reduces  substantially  the  economic  clout  individual 
patients  have  over  their  physicians.    Second,  unless  accompanied  by  strong  adminis- 
trative rules,  the  method  removes  the  physician's  incentive  to  be  productive  and 
cost-conscious.    Finally,  as  already  noted  above,  the  method  serves  to  shield  from 
view  the  content  of  the  physician's  professional  practice. 

The  preceding  observations  lead  one  to  consider  prepaid  capitation  as  a 
suitable  compromise  between  fee-for-service ,  on  the  one  hand,  and  salary,  on  the 
other.    Although  capitation  also  serves  to  camouflage  the  physician's  practice 
from  external  view  and  may  lead  to  underservicing  of  patients,  the  method  pro- 
vides the  proper  economic  incentives  as  long  as  patients  can  freely  switch  among 
physicians  at  regular  intervals.    Furthermore,  one  distinct  advantage  of  capitation 
is  that  it  is  a  potent  steering  mechanism  for  a  geographic  redistribution  of 
physicians  .    Under  fee-for-service  compensation,  one  can  calibrate  only  regional 
differences  in  fees.    Such  differences  can  often  be  compensated  for  by  differences 
in  utilization.    Under  capitation  that  escape  valve  does  not  exist.    As  we  had 
noted,  however,  the  capitation  method  is  ill  suited  for  the  compensation  of 
specialists  or  to  situations  in  which  the  case  mix  of  patients  varies  significantly 
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among  physicians. 

In  the  third  part  of  the  essay  we  concentrated  exclusively  on  principles 
for  the  operation  of  a  fee-for-service  system. 

In  connection  with  the  absolute  level  of  fees  we  proposed  that  in  any 
medical  specialty,  and  in  any  geographic  region,  net  income  per  physician  is 
adequate  when  it  elicits  a  supply  of  physician  services  just  sufficient  to  meet 
society's  demand  for  them.    On  this  definition  the  absolute  fee  level  is  not 
treated  as  a  mere  adjustment  factor  used  to  reconcile  whatever  supply  of  medical 
manpower  there  may  be  with  the  target  income  that  manpower  desires,  but  instead 
as  a  policy  instrument  employed  to  avoid  either  physician  shortages  or  physician 
gluts.    We  observed  in  passing  that  on  this  strictly  economic  criterion,  physicians 
in  many  countries  --  certainly  in  the  United  States  and  in  West  Germany  —  appear 
to  be  overpaid. 

Finally,  in  connection  with  relative  fee  structures  we  reiterated  what  must 
surely  be  widely  appreciated;  namely,  that  the  relative  fees  of  a  given  set  of 
services  should  reflect  as  closely  as  possible  the  relative  cost  of  producing 
these  services,  where  "costs"  include  an  appropriate  value  of  physician  time. 
Unfortunately,  while  the  principle  is  easily  grasped,  it  turns  out  to  be  enor- 
mously complicated  to  implement  it  soundly  in  practice.    Toward  the  end  of 
Section  II. 3  we  suggested  some  potential  approaches  to  this  task,  although  we 
realized  that  the  task  represents  a  major  research  challenge  in  its  own  right. 
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